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Recognizing Two Individuals 
Key to the Museum's Success 


Ir GIVES ME GREAT PLEASURE to share 
some thoughts on two wonderful individu- 
als who have made a huge difference to this 
Museum. The first is Professor James Kelly, 
director of the Gabelli Center for Global 
Security Analysis at Fordham University. 
We first got to know Jim when our building 
at 48 Wall Street was flooded in 2018. We 


Message to Members 


had multiple high-profile speakers lined up 
for events scheduled to begin that month 
and an uninhabitable home. Without hesi- 
tation, Jim offered up Fordham’s state-of- 
the-art facilities. Within a short time, we 
were co-hosting most of our events with Jim 
and his center. It has been an amazing part- 
nership, and our reach and audience have 
grown exponentially, now with hundreds of 
attendees the norm for each program. 

Jim has also taught classes the past 
two years for our summer adult financial 


literacy course in partnership with the 
New York Public Library, and he has 
contributed articles to this magazine as 
well. Jim was recently recognized with 
a special honor. He received the Gra- 
ham & Dodd, Murray, Greenwald Prize 
for Value Investing, presented by Gabelli 
Asset Management, and he joins a pres- 
tigious list of previous win- 
ners including Howard 
Marks, Leon Cooperman 
and Michael Price. 

The second person Id like 
to recognize is our deputy 
director and editor of this 
magazine, Kristin Aguilera, who recently 
celebrated her 25th anniversary with the 
Museum. When I first joined the Museum, 
Kristin said to me, “Don’t worry, we will take 
care of you.” To a newly minted Museum 
leader, those words were incredibly com- 
forting, and she has lived up to those words 
countless times. Over the decades, she has 
been a core reason the Museum has suc- 
ceeded in so many areas. Her imprint runs 
throughout all that we do: overseeing every 
exhibit, coordinating almost every event, 


Graham & Dodd, Murray, 
Greenwald Prize for Value 


Investing 2022 


¥ 


James R. Kelly 


Professor Jim Kelly receives the 2022 Graham & Dodd, 
Murray, Greenwald Prize for Value Investing. 


4 FINANCIAL HISTORY | Summer 2022 | www.MoAF.org 


managing our web interface, interacting 
with the Board, understanding our collec- 
tion, working with the media and editing 
this magazine. As anyone who has inter- 
acted with her knows, she is consummately 
professional and a pleasure to work with. 
There is an old adage, “If it ain’t broke, don’t 
fix it,” and over my years that has applied to 
this magazine. I leave it alone. This wonder- 
ful magazine is from start to finish all Kris- 
tin and the Editorial Board she oversees. She 
is universally loved and appreciated by the 
staff and Board. 

As a token of our appreciation, we 
presented Kristin with a framed 1896 Edu- 
cation Series note (not from our collec- 
tion), as she often mentioned enjoying the 
beauty of this piece of currency; it made 
for a great surprise gift. The staff, Board 
Chair Peter Cohen, founder and former 
Board Chair John Herzog and former 
Board Chair Richard Sylla joined in on the 
presentation and thank you. The Board 
leadership also joined her quarterly Edito- 
rial Board meeting for a second presenta- 
tion. It was indeed a heartfelt and well- 
deserved thank you from the Museum! $ 


MoAF Deputy Director Kristin Aguilera receives a framed 
1896 Educational Series note in honor of her 25th anniversary. 
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Meet the Spring 2022 MFA Scholarship Winners 


The Museum is proud to announce that 10 outstanding students from across the country 
have earned merit scholarships as top achievers in the Spring 2022 semester of the 
Museum Finance Academy. The Museum is deeply appreciative of ING Americas’ generous 
sponsorship of this program. For more information, visit www.moaf.org/mfa. 


Soe all" 


Name: Nicole BohImann Name: Hope Barfield Name: Bryanna Gouldbourne Name: Madalynn Janousek 
Age: 17 Age: 17 Age: 17 Age: 18 
Home Town: Coral Gables, FL Home Town: Miami, FL Home Town: Baldwin, NY Home Town: Papillion, NE 
High School: Coral Gables High School: Coral Reef High School: Baldwin Senior High School: Papillion 

Senior High School Senior High School High School La-Vista Senior High School 
Scholarship: $500 Scholarship: $500 Scholarship: $500 Scholarship: $500 
TY —EEEEE>ylE>~xL__ _ SS==_z —EEEoEeeeeeee 


Name: Jiayang Jin Name: Michelle Lopez Name: Rebecca Borja Name: Brendan Gigante 

Age: 17 Age: 17 Age: 17 Age: 17 

Home town: New York, NY Home Town: New York, NY Home Town: Baldwin, NY Home Town: Farmingdale, NY 

High School: Hunter College High School: Democracy High School: Baldwin Senior High School: Farmingdale 
High School Prep Charter High School High School Senior High School 

Scholarship: $500 Scholarship: $500 Scholarship: $250 Scholarship: $250 
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Financial History 
Celebrates 


THIS SUMMER, the Museum of American 
Finance is celebrating the 25th anniversary 
of Financial History magazine. To mark 
the occasion, we have been posting some 
of our most popular articles from the 
archives each week across our social media 
channels (@FinanceMuseum). While the 
magazine traces its roots back much fur- 
ther than 25 years, the summer of 1997 rep- 
resented a shift of editorial focus, as well as 
a name change, for Financial History. 


A Brief History of 
Financial History 


Originally founded in 1978 as Friends 
of Financial History, the first issue of 
the magazine was an eight-page black 
and white pamphlet published by R.M. 
Smythe, an auction firm specializing in the 
then-new hobby of scripophily (collect- 
ing stock and bond certificates). In 1982, 
FFH underwent the first of several major 
redesigns, as it expanded to 82 pages and 
featured a dealer directory and certifi- 
cate price guide. It was also reduced to a 
smaller trim size and featured a two-color 
cover, while the interior was still printed 
in black and white. 

The Museum, founded in 1988, acquired 
the publication in 1990 and again imple- 
mented a new design. The Museum’s pre- 
mier issue appropriately featured the insti- 
tution’s patron saint, Alexander Hamilton, 
on its first full-color cover. At that time, 
the magazine was reformatted to its cur- 
rent size, and the certificate price lists and 
dealer information were removed. 

The following year, the Museum 
appointed an editorial advisory board 
comprised of journalists, historians and 
academics to oversee the magazine’s con- 
tent. Over the coming years the editorial 
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The Summer 1997 cover of the magazine, 
which for the first time displayed the 
publication name as Financial History 
instead of Friends of Financial History. 


board shifted the magazine’s content focus 
to appeal to a broader audience of peo- 
ple interested in business, economic and 
financial history. Auction news became 
a much smaller department, and news 
about the Museum’s exhibits and pro- 
grams became more prominently featured. 

In 1997, the editorial board voted to 
shorten the magazine’s title to Financial 
History. The editorial focus was honed to 
conform to the Museum’s primary mis- 
sion areas, namely to provide informative 
articles about the history of the financial 
markets, money, banking and entrepre- 
neurship to an audience that ranged from 
students and professors, to finance profes- 
sionals and investors. 

In 2015, Financial History became a 
full-color digital magazine. It can now 
be accessed and shared for free online at 
www.fhmagazine.org, reaching a much 
broader audience than was possible in its 
early days. $ 
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HOT TOPICS BY DECADE 


Alexander Hamilton, Financial 
Scandals, Democratizing Finance 


FIN 


Electronic Trading, IPOs 


Responding to Disaster, 
Crashes and Depressions, 
Women on Wall Street 


Pandemics & Epidemics, 


1990s 
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PERENNIAL READER FAVORITES 
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Currency History & Design Bubbles & Busts Robber Barons Central Banking History Financial Journalism 
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war 2 


18th Century Finance War-Time Finance Value Investing Exchanges &Trading Financial Technology 
Gasoline $1.23/gallon $4.88/gallon 
Gallon of Milk $2.61 $3.55 
Dozen Eggs $1.06 $1.86 
seers $13,344/year $38,070/year 
Home $174,875 $507,800 


New Car a $22,400 $46,085 


Sources: AAA, usinflationcalculator.com, collegedata.com, https://fred.stlouisfed.org/series/ASPUS www.MoAF.org | Summer 2022 | FINANCIAL HISTORY 7 


MUSEUM 


OF AMERICAN 


FINANCE 


2022 SUPPORT FROM THE FOLLOWING 
GENEROUS DONORS IS DEEPLY APPRECIATED* 


PLATINUM 

- Citadel 

* Citadel Securities 
» John E. Herzog 

- Thomas Peterffy 
» Richard Sylla 


GOLD 
- CME Group 
- Mark Shenkman 


SILVER 

» Avison Young 

- Broadridge Financial Solutions 
> Citi 

» Peter A. Cohen 

* William H. Donaldson 

» Fitch Group 

- Adam Goldstein 

© ING 

- InvestCloud 

* Carol Kaimowitz 

* Glenn Kaufman 

» OCC 

+ Protiviti 

+ Starr Foundation/Starr Companies 
» VanEck Funds 

» Wells Fargo 

- William Penn Foundation 


=== CITADEL | === CITADEL | Securities 


Broadridge 


protiviti 


Global Business Consulting 


BRONZE 

« The Adirondack Trust Company 

+» Peter Akwaboah 

- Bloomberg Philanthropies 

* Cboe Global Markets 

« Con Edison 

+ Cowen 

+ Crystal Financial Solutions, 
a division of Alliant 

» Edelman 

- Entoro Capital 

» EY 

» Fordham University Gabelli Center 
for Global Security Analysis 

* Goldman Sachs 

» Martha Clark Goss 

- JPMorgan Chase 

« Carol Loomis 

+ Moody's Corporation 

+ S&P Global 

« Karen Seitz 


DONORS 

- Boston Consulting Group 

- Andrea de Cholnoky 

+ Peter Davis 

+ Cory Gunderson 

* William Harrison 

« Mark & Barbara Mitchell 

+ National Futures Association 


citi FitchGroup 


é InteractiveBrokers 


investcloud 


« Brad Peterson 


+ Daniel Rueven 
» Willkie Farr & Gallagher 
- Anthony Yoseloff 


FRIENDS 

» Theodore Aronson 

- Bruce Bent 

» Richard Bernstein 

+» John Cioffi 

+ Joseph Cohen 

« Charlie Dreifus 

» Jeffrey Edwards 

- Financial Recovery Technologies 
> FT 

+ Mary Susan Hardwick 
+ Healey Family Foundation 
» Deborah Kaye 

- Raymond Lent 

- Gregory May 

+ Joseph Mecane 

+ Rita Molesworth 

» Elizabeth Munson 

* Bob Pisani 

+ Dave Shuler 

+ Mark Tomasko 

+ Cynthia Whitehead 

» Howard Wolk 


* As of May 1, 2022 


@ CME Group 


THE FOUNDATION 
FOR SECURE 
MARKETS” 


S&P Global THE RUZ) FOUNDATION | Varitek’ 


EDUCATORS’ PERSPECTIVE 


Holy John Wanamaker, Postmaster General 


By Brian Grinder and Dan Cooper 


THE 1888 PRESIDENTIAL campaign between 
Grover Cleveland (D) and Benjamin Har- 
rison (R) was the most expensive campaign 
up to that time. The Pendleton Civil Ser- 
vice Act of 1883 changed the way national 
campaigns were financed by prohibiting 
political assessment. Political assessment 
was part of the spoils system, which origi- 
nated in Andrew Jackson’s administra- 
tion. Under the spoils system, the winning 
presidential candidate rewarded the party 
faithful with federal jobs. In return, these 
federal employees were required to give 
a certain percentage of their salary to 
the political party in power. These funds 
were used primarily to finance future cam- 
paigns. Political scientist Louise Overacker 
found that, in 1878, Republicans raised 
$106,000; $80,000 of this amount (75%) 
was collected via political assessment. Such 
heavy reliance on political assessment was 
typical in the 25+ years prior to the passage 
of the Pendleton Act.' 

The ban left significant holes in the 
campaign budgets of both parties, forcing 
them to look elsewhere for funds for the 
1888 presidential campaign. The Republi- 
cans turned to business leaders to raise the 
funds. In Philadelphia, they tapped retail- 
ing genius John Wanamaker, who accord- 
ing to Wanamaker biographer Herbert 
Ershkowitz, “raised the money so quickly 
that the Democrats never knew what hit 
them.” Wanamaker raised $200,000 for 
the party, including a $10,000 donation 
of his own. These additional funds helped 
the Harrison campaign eke out a victory 
against incumbent Grover Cleveland.’ 

As a reward, Harrison offered Wana- 
maker the office of Postmaster General, 
which Wanamaker promptly accepted. The 
appointment outraged Harrison’s political 
opponents. The New York Times wrote: 


Mr. Wanamaker is simply a lively 
and entertaining man of business 
endowed with a marked capacity for 
making money in the retail clothing 
business and for extracting from every 


passing event the largest amount of 
advertising that it can be made to 
yield. A Cabinet appointment would 
be far superior even to the acquisition 
of a picture of Christ before Pilate® 
for the purpose of directing atten- 
tion to Mr. Wanamaker’s store... 
The appointment is urged upon the 
ground that Mr. Wanamaker has 
given more money to the Republican 
campaign fund than any other mem- 
ber of the party. That is to say, his 
appointment to the Cabinet would 
mean that he had bought a seat in that 
body and paid for it as other people 
have bought seats in the Senate of the 
United States. 


The weekly humor publication Puck 
led the way in caricaturing Wanamaker 
as a corrupt religious hypocrite. Puck 
publisher Joseph Keppler and his band 
of merry cartoonists gladly skewered the 
new administration depicting Harrison, 
the grandson of President William Henry 
Harrison, as a small man wearing his 
grandfather’s beaver-skin top hat, which 
is too big for his tiny head. Neither Wana- 
maker nor any other Cabinet member 
escaped Puck’s wicked pens. According 
to the late historian Roger A. Fischer, 
“For Keppler, the combination of Wana- 
maker’s devout beliefs with a chubby face 
uncannily resembling that of a cherub 
would provide the natural ingredients 
for memorable caricature. As a retailing 
titan, Wanamaker bore the double-edged 
stigma of slick shopkeeper and millionaire 
mogul to an artist whose loathing for labor 
and political radicalism was balanced by 
an equal animus against monopolists.” 

The criticism stung Wanamaker, who 
had worked as the secretary of the Young 
Men’s Christian Association (YMCA) of 
Philadelphia before venturing into retail- 
ing. He was also active in the 19th century's 
Sunday School Movement. His Sunday 
School class, which he started in a rough 
part of Philadelphia, grew to become Beth- 
any Church, one of the largest churches 
in Pennsylvania. Wanamaker continued 


Puck caricature of John Wanamaker depicted as 
an angel with the word “piety” on his right wing. 


teaching his popular Sunday School class 
at Bethany even while he was Postmaster 
General, returning to Philadelphia almost 
every weekend. His very public faith com- 
bined with his ambitious and creative 
approach to retailing provided plenty of 
fodder for critics of President Harrison 
and his Postmaster General. 

As an entrepreneurial retailer, Wana- 
maker was constantly looking for ways to 
improve the efficiency and effectiveness 
of his business. He provided his employ- 
ees with extensive education and training 
and developed a profit-sharing program 
for employees along with other generous 
benefits. Wanamaker’s was one of the 
first department stores to implement a 
one-price-for-all system, which allowed 
the store to pioneer the use of price tags. 
When other retailers shied away from 
advertising, Wanamaker did not hesitate 
to promote his store with full-page adver- 
tisements in local newspapers. He intro- 
duced the first in-store restaurant and was 
one of the first retailers to artfully display 
and organize merchandise instead of pil- 
ing it up in a heap. One of Wanamaker’s 
best-known innovations was the money 
back guarantee. 
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Puck cartoon, dated January 22, 1890, showing John Wanamaker 
kneeling in prayer and labeled “Holy John" by the paper in his 
hat. It also includes Puck’s classic caricature of President Benjamin 
Harrison with “Grandpa's” written on the right feather in his hat. 


He brought that same entrepreneur- 
ial spirit and drive into the Postmas- 
ter General’s office. After a rough start, 
when he adhered to the spoils system and 
fired thousands of Democratic postmas- 
ters (replacing them with Republicans), 
Wanamaker settled down to work and 
became, in the words of Post Office his- 
torian Winifred Gallagher, “one of the 
nation’s most gifted Postmasters General.” 

Wanamaker not only reorganized the 
Post Office to make it run more efficiently, 
he also set the course of postal innovation 
for decades to come. During his term as 
Postmaster General (1889-1893), Wana- 
maker successfully expanded the postal 
money order system, which gave postal 
patrons a convenient way to pay for goods 
ordered through the mail. In a mere 12 


months, the number of post offices offer- 
ing money order services jumped from 
12,000 to 18,000. He also began the profit- 
able practice of issuing commemorative 
stamps on a regular basis and created a 
system that offered promotions to postal 
employees based on merit alone. 

Wanamaker also proposed several initia- 
tives that never came to fruition while he 
was in office including rural free delivery 
(RFD), parcel post and a postal savings 
bank. RFD brought mail to people wherever 
they lived, eliminating the need to travel to a 
post office to pick up mail. Although Wana- 
maker initiated a successful pilot program 
for RFD, it was not officially implemented 
on a national scale until 1902. 

Before parcel post became a reality in 
1913, the Post Office would not accept 
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any package weighing more than four 
pounds. Wanamaker, influenced by Euro- 
pean postal practices, urged Congress to 
allow the Post Office to enter the parcel 
post business but was opposed by Wells 
Fargo, American Express and other pri- 
vate express companies. However, on Jan- 
uary 1, 1913, after congressional approval 
was finally attained, Wanamaker sent the 
first parcel post package to President Taft.* 

Finally, Wanamaker realized that many 
Americans did not trust banks and hoarded 
their meager savings. He proposed a postal 
savings bank for small depositors whose 
deposits would be guaranteed by the 
federal government. This would release 
hoarded funds into the economy and pay 
interest to depositors; it was a win-win sit- 
uation for all. However, the postal savings 
bank did not gain congressional approval 
until 1910. Initially, deposits earned a 2% 
interest rate, and the savings bank eventu- 
ally attracted over four million depositors 
at the bank’s peak in the late 1940s. 

Despite the initial outcry and criticism, 
Wanamaker proved to be one of the ablest 
Postmaster Generals in our nation’s his- 
tory. Although he was continually frus- 
trated by the slow-moving political pro- 
cess, his brief four years at the helm of the 
Post Office began an era of innovation and 
efficiency that continued well beyond his 
tenure. $ 


Brian Grinder is a professor at Eastern 
Washington University and a member 
of Financial History’s editorial board. 
Dr. Dan Cooper is the president of Active 
Learning Technologies. 


Notes 


1. Overacker writes, “During the sixties, sev- 
enties, and early eighties the money col- 
lected by Republican congressional com- 
mittees came largely from employees of 
the United States government. In 1878 this 
committee collected $106,000, $80,000 
of which came from persons holding 
appointive positions in the public service. 
The contributions requested ranged from 
one to three percent of the salary of the 
officeholder and an intensive ‘follow-up’ 
campaign made it extremely difficult for 
the victim to escape.” (p.102) 
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2. Although Cleveland won the popular 
vote, Harrison won the electoral college 
vote. Disgruntled Democrats accused the 
Harrison campaign of using funds raised 
by Wanamaker to buy votes in Indiana 
and New York. Wanamaker professed 
ignorance of any such activity. 


3. Christ Before Pilate (1881) and Christ on 
Golgotha (1884) were huge paintings by 
Hungarian artist Mihaly Munkacsy that 
hung in Wanamaker’s cavernous depart- 
ment store every Easter season and were 
an important part of Wanamaker’s efforts 
to consciously use his business to reflect 
his faith. 


4. ‘The package contained a set of 58 gold- 
plated spoons. At the event, Wanamaker 
recalled, “I have been on the Parcel Post 
turnpike since 1889, when I made an ear- 
nest and urgent argument for it and other 
postal service in my first annual report to 
President Harrison.” 
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INTERNATIONAL 
SANCTIONS 


Effective economic 
weapon or fundamentally 
flawed policy tool? 


By Peter C. Earle 


JUST AFTER THANKSGIVING 2021, interna- 
tional warnings began circulating that a 
massive Russian troop buildup along the 
eastern border of Ukraine might not be a 
matter of simple posturing. The deploy- 
ment of blood transfusion units and military 
equipment typically associated with invasion 
forces raised suspicions that were confirmed 
on February 24, 2022, when Russian military 
forces stormed into Ukraine. Framed as a 
liberation of the eastern, Russian-speaking 
oblasts, the attack was the apotheosis of 
years of dueling accusations, diplomatic 
wrangling and territorial encroachment. 

At the time of the 2022 invasion of 
Ukraine, Russia was already the target of a 
wide range of international sanctions. The 
seizure of the Crimean region in 2014 trig- 
gered a global response which sent Rus- 
sia’s economy into a tailspin. But if sanc- 
tions were already in effect against Russia 
for eight years, why hadn’t they forestalled 
the recent escalation? Were the existing 
sanctions insufficient in size or breadth? 
Did they miss their targets? Or is there 
something about sanctions as a policy tool 
which is flawed at a fundamental level? 


Sanctions 


The use of sanctions—punitive measures 
imposed by one or a group of nations upon 


At a meeting in Kyiv, Ukrainian President 
Volodymyr Zelenskyy and Federal Chancellor 
of Austria Karl Nehammer discuss increasing 
sanctions pressure on Russia, April 9, 2022. 


one or a group of countries to enforce 
compliance with international agreements 
or treaties—dates back to at least 432 BC, 
when the Athenian Empire imposed the 
Megarian Decree in the lead-up to the 
Peloponnesian War. Sanctions can also 
be used to influence behavior more gener- 
ally; for example, to influence state policy 
choices outside the realm of established 
international laws. The modern era of 
sanctions dates roughly to the end of 
World War II and the founding of the 
United Nations. Between 1950 and 2019, 
more than 1,000 sanction initiatives were 
imposed by individual states, international 
organizations or ad hoc coalitions. 


Russia and Ukraine 


In early 2014, Russia annexed Crimea, 
the eastern peninsula of Ukraine on the 
northern coast of the Black Sea. A large 
number of nations quickly responded 
with sanctions, including some notably 
far from Europe (Japan, Australia) and 
some with historically strong ties to Rus- 
sia (Albania, Montenegro). The measures 
imposed included an embargo on mili- 
tary equipment and dual-use technology; 
a freezing of the assets of groups and 
individuals supporting the annexation of 
Crimea; and restrictions on engaging with 
major Russian firms including Sberbank 
(the largest Russian financial institution), 
Rostec (a Russian arms manufacturer) and 
numerous Russian oil and gas firms. Over 
the subsequent year, the ruble was deval- 
ued and the Russian central bank raised 
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interest rates from 10 to 17%. The Rus- 
sian economy contracted, inflation spiked 
and many former republics of the Soviet 
Union saw their currencies and econo- 
mies dragged down as well. 

Now, following the February 2022 inva- 
sion of Ukraine, Russia is facing over 5,000 
different sanctions, instantly becoming 
the most sanctioned nation in history. A 
full accounting of the steps taken defies 
concise summarization. Many of the pen- 
alties target “oligarchs,” as they are called 
in the Western media: business magnates 
whose exorbitant wealth and station are 
secure in exchange for supporting the 
Russian political elite. And compound- 
ing the moves of state actors, hundreds 
of multinational firms have voluntarily 
opted to discontinue commercial activi- 
ties within Russia: Starbucks, Coca-Cola, 
McDonalds, Volkswagen, British Petro- 
leum and Toyota among them. 

In June, the US Treasury Depart- 
ment’s ban on purchasing newly issued 
Russian government and corporate debt 
was extended to include secondary mar- 
ket transactions, permitting only liquidat- 
ing transactions (sales or transfers of said 
securities to non-US counterparties). The 
obvious objective of banning primary mar- 
ket transactions is to prevent the Rus- 
sian government and corporations from 
raising funds. Banning trading of Russian 
securities in the secondary market brings 
illiquidity, mis-pricings and hampers eco- 
nomic calculation among Russian financial 
institutions and potential counterparties 
alike. It may also trigger defaults, hindering 
access to credit for generations to come. 


Most significant of all, a long-threat- 
ened economic neutron bomb—the ejec- 
tion of Russian financial institutions from 
SWIFT, the dollar-based, global interbank 
payments system—was finally dropped. 
However, only Russian financial institu- 
tions not dealing in energy trade were 
booted from the network, limiting the full 
potential impact of the banishment. 


The Outlook 


In a sense, Russia may be considered a 
sort of testing ground for a host of never- 
before attempted castigatories. What, 
then, are the prospects for sanctions tar- 
geting Russia bringing an end to the war 
in Ukraine? 

Unfortunately, they are somewhat dim. 
The conventional wisdom is that eco- 
nomic sanctions are by and large inef- 
fective diplomatic instruments. In 1998, 
Robert Pape estimated successful sanction 
programs, meaning those which satisfy 
their stated objectives, amount to roughly 
4-6% of those levied. Gary Hufbauer and 
Barbara Oegg, in 2007, found that only 
34% of sanction cases reviewed could be 
deemed successful. The builders of the 
Global Sanctions Database (GSDB), the 
most recent version of which covers more 
than 1,100 sanction initiatives between 
1950 to 2019, find that “the success rate of 
sanctions ha[d] been increasing until 1995 
and has fallen since then; on average, the 
success rate is about 30%.” 

Andrew Mack and Asif Khan encap- 
sulate their findings in 2000: “[T]he only 
real disagreement in the contemporary 
sanctions literature relates to the degree 
to which sanctions fail as an instrument 
for coercing changes in the behavior of 
targeted states.” 

Consider the following examples, in light 
of the time of this writing (Summer 2022). 


Cuba 


Where used in the context of trade, the 
term sanction tends to imply a ban on trad- 
ing a specific good or array of goods. An 
embargo, on the other hand, is a sanction 
policy contemplating a complete prohibi- 
tion on trade with a specified government 
and its interests. The US embargo against 
Cuba is the quintessential example of this 
and is noteworthy in several respects. 

The embargo, put in place by the Eisen- 
hower Administration in 1958, actually 


President Jimmy Carter announces new sanctions against 
Iran in retaliation for taking US hostages, April 7, 1980. 


predates the Castro-led revolution. In 
February 1962, after the nationalization of 
US-owned businesses and properties, the 
embargo was expanded to include food and 
medicine; that aspect of the trade ban was 
relaxed in October 2000. On several occa- 
sions it was suspected that severe external 
factors might magnify the impact of the 
US sanctions, driving Havana to embrace 
long-sought reforms. But the Marxist 
regime has survived several devastating 
hurricanes (over 30 since the year 2000), 
severe flooding and earthquakes. Even the 
Special Period in the early 1990s, where 
with the collapse of the Soviet Union mas- 
sive subsidies and direct aid disappeared, 
shook but did not topple Cuba’s collectivist 
government. 

A detailed account of the nearly 65-year 
history of the US embargo is beyond the 
scope of this writing. But while aspects of 
the trade restriction have been tweaked 
over the years, two outcomes stand clear. 
First, that the impact of the embargo 
has fallen squarely on the citizens of 
Cuba, missing—if not consolidating and 
strengthening the position of—the politi- 
cal elites. And second, that the ban on 
trade has given the Cuban government 
a potent, if duplicitous, scapegoat for 
its moribund economy. Indeed, seldom 
mentioned is that Cuba has full trading 
relationships with scores of other nations 
and has been a member of the World 
Trade Organization since 1995. As with all 
centrally planned economies, it is the sub- 
stitution of bureaucratic guesswork where 


prices and markets typically function 
that accounts for misallocations, waste 
and privation. Nevertheless, despite the 
embargo Communism endures 90 miles 
off the coast of Florida, over three decades 
after the Soviet Union’s implosion. 


Iran 


Until Russia’s invasion of Ukraine, Iran 
was the most sanctioned nation on Earth. 
Since the 1979 seizure of the US Embassy 
in Tehran and the subsequent hostage 
crisis, the US and Iran have seen declining 
relations punctuated by round after round 
of Presidential Executive Orders and Con- 
gressional Acts targeting it. Between 2006 
and 2015, the United Nations additionally 
passed no less than nine Security Coun- 
cil Resolutions targeting Iran’s efforts to 
develop nuclear weapons. The July 2015 
Iran nuclear deal framework (United 
Nations Security Council Resolution 2231, 
also known as the Joint Comprehensive 
Plan of Action) struck between Iran, the 
permanent members of the UN Secu- 
rity Council (US, UK, Russia, France and 
China), Germany and the broader Euro- 
pean Union led to the withdrawal and 
suspension of many of the sanctions that 
had been in force against Iran. In return, it 
agreed to a rigidly structured set of limita- 
tions, in particular regarding its uranium 
enrichment programs. Among many 
other stipulations, Iran agreed to a tripling 
of the number of International Atomic 
Energy Agency (IAEA) inspectors, as well 
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as guaranteeing certain sites to “round the 
clock” access to ensure compliance. 

In May 2018, President Donald Trump 
withdrew the United States from the agree- 
ment and executed a Presidential Memoran- 
dum ordering sanctions to be re-imposed. 
In late 2018, Iran was kicked off of SWIFT, 
and throughout the remainder of the Trump 
Administration financial measures targeting 
senior Iranian political officials, scientists 
and financial institutions were put in place. 
Notwithstanding, in mid-July 2022, Iran 
announced it had achieved the “technical 
ability” to build a nuclear weapon. 


North Korea 


Technically speaking, the United States 
and North Korea are still at war. The 1953 
armistice represents a ceasefire, rather 
than a peace treaty, and military forces 
remain arrayed along the demilitarized 
zone between North and South Korea. 

The United States has hada sanctions pro- 
gram in place against the “hermit kingdom” 
since 1950, but in the subsequent decades 
North Korea has continually engaged in 
small-scale military harassment and cyber- 
attacks against its South Korean nemesis. 
Further, agents of the North Korean gov- 
ernment have engaged in terrorism against 
Japan including abductions, espionage and 
a 1987 airline bombing. All of this was 
troubling enough, but after demonstrating 
its nuclear capability in 2006, an interna- 
tional array of sanctions was unleashed. 
The United Nations has passed no less than 
20 Security Council resolutions against the 
fledgling nuclear power, to seemingly little 
avail. The third generation of the Mount 
Paektu bloodline is in command of North 
Korea, and its Intercontinental Ballistic 
Missile (ICBM) testing program restarted 
in May 2022. Additionally, in mid-June 
2022, a new underground tunnel at its 
Punggye-ri Nuclear Test Facility was appar- 
ently being prepared. 

(In fairness, many political scientists 
point to the end of apartheid in South 
Africa as a success story where sanction 
campaigns are concerned.) 


A Flawed Implement 


Empirically, it seems clear that sanctions 
are at best an ineffective device. Gabriel 
Felbermayr et al offer several explanations 
in their 2019 paper, “On the Effects of 
Sanctions on Trade and Welfare”: 


President Joe Biden met with the other members of the G7 on February 24, 2022 
to discuss President Putin's attack on Ukraine and agreed to move forward on 
packages of sanctions and other economic measures against Russia. 


First, the types of sanctions used 
may be “inadequate” for the specific 
objective(s) considered. Second, the 
imposition of sanctions may prompt 
vociferous opposition in the tar- 
get country by uniting citizens and 
domestic interests in “rallies behind 
the flag.” Third, powerful allies of the 
sanctioned country may intervene 
(as “black knights”) to counteract 
the damaging effects of sanctions. 
Fourth, uneven sharing of the costs 
of sanctions among the sender’s allies 
and business interests may impair 
unity in multilateral relationships 
thereby “undermining” their effec- 
tiveness. Last, but not least, those 
policy leaders may choose to deploy 
sanctions because they perceive them 
as a less damaging substitute for mili- 
tary interventions. 


Despite frequently employed meta- 
phors, punitive economic policies are not 
a precision weapon. Even those which tar- 
get specific individuals—such as oligarchs, 
high-ranking military officers or political 
officials—can be evaded without much 
difficulty. Internationally dispersed assets, 
bank accounts and real property held in 
other’s (indeed, false) names and the artful 
use of non-governmental organizations 
(in particular, those ostensibly focused 
upon poverty relief) make the impact of 
targeted economic punishment somewhat 
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easily deflected. For example, Iran has 
reportedly adopted cryptocurrencies to 
skirt international financial restrictions. 
Additionally, a world characterized by 
scarce resources amid unlimited wants and 
needs will tend to see opportunistic relation- 
ships form. A newly anointed pariah state 
may be an enviable trade partner, especially 
if the sanctioning powers are viewed as 
unreasonable or biased. While the degrees 
of connection may have varied, none of the 
most reprehensible moments of the 20th 
century were undertaken by a state acting 
completely alone. And often, they backfire: 


[S]ome sanctions may unintention- 
ally benefit targets by causing “siege 
morality” and mobilizing people, 
thereby contributing to the growth 
of domestic productive sectors (as 
reportedly happened in Iran) or pos- 
sibly stimulating industrialization 
(Zimbabwe)... [T]he pre-2014 sanc- 
tions on North Korea “deepen[ed]” 
business relations between Korean 
and Chinese companies and made 
their interactions more efficient. 


Shifting back to the specific case of Rus- 
sia’s assault on Ukraine, the University of 
Wisconsin Law School recently offered 
five points regarding the prospects for 
sanctions. They are, out of order: 

1. Sanctions are less likely to work on 


authoritarian regimes that can easily shift 
blame and transfer the economic burden; 


2. Autocrats facing sanctions can rely on 
other autocratic regimes; 


3. Personalist regimes—or those that are 
essentially one-man rule with a high 
concentration of power in the hands of 
one leader with the military and party 
apparatus severely limited under his 
power—are the most vulnerable; 


4.Sanctions applied to aggressor states 
during a conflict may impact that state’s 
military effectiveness. 


Clearly, points one and two apply to 
Russia; in fact, Russia has reported that 
trade with China and a variety of other 
nations had increased 38% since the post- 
invasion sanctions landed. And owing to 
a requirement that “unfriendly” nations 
purchase oil in ruble-denominated trans- 
actions, the Russian currency is actually 
stronger now than before the February 
invasion: after spiking from 70 to 140 
rubles per dollar in early March 2021, 
the ruble now trades at about 55 rubles 
per dollar. Point three also describes the 
political regime in Russia quite precisely, 
yet the proposed vulnerability has not 
yet materialized. So too with point four. 
Clearly the military effectiveness of Rus- 
sian forces have been more impacted by 
NATO’s unprecedented arming of Ukra- 
nian forces. But the most important point 
made by UW Law is the following. 


5. Sanctions work best when the target state 
is economically weak and, in some way, 
dependent upon the sanctioning state. 


And there, as Hamlet said, is the rub. 
Russia’s economy is quite small—roughly 
the size of Texas’ economy—but it is a 
major exporter of oil, natural gas and 
wheat, thus a global commodity pow- 
erhouse. Political concerns, in particu- 
lar mounting inflation, have led Western 
powers to exempt certain energy-proxi- 
mate Russian financial institutions from 
the SWIFT ban. (In the sanctions litera- 
ture, these exemptions are known as “carve 
outs.”) So, while Russia is dependent upon 
the rest of the world for machinery and 
industrial products, the world is far more 
reliant upon it for oil and grain. 

Moreover, with inflation and conflict- 
driven shortages pushing prices to levels 
not seen in over a decade, crude alone is 
generating revenue for Russia climbing into 
the hundreds of billions of dollars annually, 


which provides some insulation against the 
raft of sanctions arrayed against it. There 
are ongoing discussions about capping the 
prices paid to Russia, and the EU plans 
to ban Russian oil imports completely on 
December 5, 2022, but politically and eco- 
nomically the situation remains fluid. 


Conclusion 


This leads to the most important ques- 
tion of all: why, with such a mediocre 
record and predisposition for generating 
unintended consequences, are sanctions 
so readily deployed? There are several rea- 
sons. First, because—at least initially—the 
costs are low. And it’s important for polit- 
ical leaders to appear decisive in the face 
of challenges. Doing something, anything, 
even with as tatty a record as imposing 
sanctions, tends to be preferred to inac- 
tion by voters and other political constitu- 
encies. Enacting punishing measures also 
signals to the international community 
that certain actions may not result in para- 
troopers descending upon airfields, but 
neither will they be overlooked. 

But the most important reason why 
sanctions remain a key tool in the arma- 
mentarium of diplomacy is tied directly 
to their post-World War II efflux. In the 
wake of two horrifically destructive world 
wars, the idea of using political and eco- 
nomic measures as a substitute for military 
force remains a welcome one. The modern 
world is intricately interconnected and 
interdependent. On a chessboard dotted 
with nuclear powers, and in light of the 
lessons the Soviets learned in Afghanistan 
and the United States learned in Vietnam, 
even in nominally low intensity conflict 
the stakes are extraordinarily high. So 
even in the unlikely event that sanctions 
bring about the desired outcomes, let 
alone within a reasonable period of time, 
they remain an infinitely better option: 
more palatable politically, and vastly less 
costly than war. Peace is by far the prefer- 
able option, but the vicissitudes of inter- 
national disputes may sometimes call for 
other solutions—albeit defective ones. $ 


Peter C. Earle is a Research Fellow at 
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By Simon Constable 


AT THE BEGINNING of the millennium, 
a massive stock market meltdown along 
with some notable examples of corpo- 
rate malfeasance carved a hole in the 
public’s trust in the stock market. The 
government’s response was to enact the 
Sarbanes-Oxley legislation, which would 
pile a heap of new regulations on publicly 
traded corporations and their leaders. At 
the time, the move saw huge bipartisan 
support and was generally greeted favor- 
ably. However, in the intervening two 
decades, the fallout from the new laws 
led to some likely unintended, but rather 
predictable, outcomes. 

The background of the legislation is 
important, as it sets the scene for the mood 
of the country. Starting around the year 


Activists rally on Wall Street against settlement 
with WorldCom, June 11, 2003. WorldCom, 
Enron and others became bywords for 
corporate scandal in the early 2000s. 


2000, the United States got hit with a slew 
of events that hit deep into the country’s 
psyche. They were the bursting of the epic 
dot-com bubble, the 9/11 attacks on the 
World Trade Center plus two other loca- 
tions and the demise of the now-infamous 
energy company Enron which, it turned 
out, had been involved in corporate fraud. 

The dot-com bubble began benignly 
enough in the early 1990s as new technol- 
ogy came into being and the first version 
of the worldwide web was created. What 
started as a simple investment trend went 
from fashionable to mania, followed by 
a collapse beginning in the year 2000. 
The tech-heavy Nasdaq-100 Index peaked 
in early March 2000 at 5048 and then 
retreated to below 1200. In other words, 
it was a bear market of epic proportions. 
Individual investors as well as profes- 
sionals got caught in the mess and lost 
money. It left deep psychological scars on 
people who'd bet their life savings on the 
future of the web which, at least for a time, 
seemed like it had no bounds. 
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During that stock market slide, the 
g/11 attacks occurred and America’s two 
key stock exchanges, the New York Stock 
Exchange and the Nasdaq, stayed closed 
until September 17. That made it the lon- 
gest stock trading halt since the bank 
holiday of 1933 during the Great Depres- 
sion. Despite the disruption, Wall Street 
bounced back to business as usual. How- 
ever, the stoppage only added to the belea- 
guered feel of a long bear market. 

The icing on the cake was the collapse of 
the $63.4 billion energy firm Enron, which 
at the time was the largest US bankruptcy 
in history. While companies fail all the 
time, there was more to this story, and 
it was something that shook investors 
deeply. Enron used the unusual account- 
ing practice of mark-to-market. While this 
works well for stock trading companies, 
it works less well for non-financial busi- 
nesses. This method, along with transfer- 
ring assets off the financial statements, 
allowed management to hide massive 
losses. By October 2001, the company 
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admitted it had inflated its profits by $586 
million starting in 1997. By December, the 
company was bankrupt. 

Some of Enron’s key executives— 
including the CEO and the finance chief— 
were convicted of fraud and received 
prison sentences. At the same time, share- 
holders sued the company for $40 billion 
and Enron’s auditor, Arthur Andersen 
(AA), bit the dust as its clients fled to other 
service providers. AA was also convicted 
of obstructing justice. 

It turns out that Enron wasn’t the only 
company shrouded in controversy around 
that time. Tyco International, WorldCom 
and others became bywords for corporate 
scandals. “That conspired for us to lose 
faith in the markets,” one veteran Wall 
Street strategist recently told The Wall 
Street Journal. Indeed, the idea that inves- 
tors couldn’t rely on the numbers pre- 
sented in financial statements was a shock 
and held the very real possibility of under- 
mining the integrity of the deep US capital 
markets. That position as a legitimate and, 
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hence, highly attractive venue for raising 
capital was not something the United 
States wanted to forgo. 

Now was the time for the political class 
to act. And they did so with uncommon 
speed and cohesion. In July 2002, the 
Sarbanes-Oxley Act (Sarbox) overwhelm- 
ingly passed the House by 423 in favor and 
three against. The Senate result was even 
more one-sided, with 99 approving the 
bill and none opposing it. The Wall Street 
Journal reported that then-President 
George W. Bush said it was “a good piece 
of legislation.” He’d also pledged to sign 
the bill into law even before the Senate had 
ratified the act. Or, put another way, this 
legislation saw little resistance, which is 
probably why it sailed through with speed. 
It was only the previous December that 
Enron had failed, and yet eight months 
later the new laws were in place. They 
would have a lasting impact, although not 
necessarily in fighting securities fraud. 

The new-fangled legislation gave inves- 
tors more time to file suits for alleged 


—@ Enron Corp. — 


fraud. Pre-Sarbox plaintiffs would have 
one year to file suit from when they dis- 
covered the alleged malfeasance. That 
would jump to 24 months under the new 
legislation. Suits could now also be filed 
within five years of the date the fraudulent 
event happened, instead of the previous 
three. At the time it was believed that 
such filing extensions would increase the 
number of suits filed. First, the time alone 
would mean more slow-moving investors 
would still get a bite at the cherry. In addi- 
tion, the longer period would allow more 
time for discovery and identification of 
fraud at corporations. 

Perhaps the starkest change was that 
corporate leaders would now need to 
personally guarantee that the published 
financial statements reflected the real 
financial strengths and weaknesses of the 
corporation. Executives who failed to do 
so could face criminal penalties. On top of 
the personal burdens placed on executive 
leadership, corporations also faced huge 
record-keeping and filing obligations. 
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Enron Corporation stock certificate, dated July 24, 2002. The energy giant's $63.4 billion collapse was at the time the largest US 
bankruptcy in history. It was one of several financial scandals that led Congress to pass the Sarbanes-Oxley Act in 2002. 
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Paul Sarbanes (left), a Democratic Senator from Maryland, and Michael Oxley (right), 
a Republican Congressman from Ohio, introduced bills that resulted in the Sarbanes-Oxley Act of 2002. 


Even from the start, it was clear that such 
obligations would be expensive. Securities 
lawyers and accountants have rarely come 
cheap and those who work under the 
microscope of federal regulators, less so. 

All those new regulations were designed 
to ensure that the US securities markets 
would keep their integrity and continue to 
attract customers from across the globe. 
It is fair to say that the US markets still 
retain their pristine reputation, especially 
when compared to some others. However, 
the new rules came with costs that it’s fair 
to guess were not intended. 

The first notable consequence was 
apparent only in hindsight. In the year 
2000, there were 6,917 US listed com- 
panies, but that fell to 4,266 in 2019. 
What’s notable is that not only did the 
total number of public companies drop, 
but that they fell to levels not seen since 
the 1970s when the US economy was far 
smaller—slightly more than one-third the 
size it reached by 2019. One might have 
expected there to be more firms listed as 
the economy grew. Yet it didn’t happen. 

At least part of the blame must come 
from the huge new costs that companies 
faced when going public. “Going public 
costs more money than ever; that’s a 
deterrent,” one veteran Wall Street 
professional recently told The Wall Street 


Journal. “The allure of public capital can 
be a mirage when you consider all the 
costs.” Or, put another way, the added 
financial burden on corporations would 
have deterred some from ever going pub- 
lic and others to simply delay their poten- 
tial IPOs. 

Indeed, anecdotal evidence shows com- 
panies that went public were far big- 
ger after the Sarbox rules were intro- 
duced than they were before. For instance, 
Netscape, a web browser company, was 
valued at $2.9 billion in 1995, while in 
April 1996, Yahoo!, one of the original 
internet giants, went public with a valua- 
tion of $848 million. 

Fast forward a few years and things had 
changed in spades. Meta, formerly Face- 
book, went public with a value of $104 bil- 
lion in 2012, and in 2019 Rideshare service 
Uber went public with a value of $82 bil- 
lion. In other words, Meta’s valuation was 
more than 100 times the value of Yahoo! 
on their respective IPO dates. 

This also means that these fast-growing 
tech companies—Meta, Uber and others 
like them—stayed private during their 
ultra-fast growth stage. The first major 
investment in Meta was $500,000 made 
by Peter Thiel in 2004. By 2012, that had 
grown to $1 billion by the time of the IPO. 
Put more simply, it had grown 2,000-fold 
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in less than a decade. Other, although not 
all, tech companies see similar speedy 
early-stage growth. 

The fact that such fast-growing compa- 
nies remain private for longer is likely also 
contributing to rising wealth inequality. 
While there are no restrictions for individ- 
ual investors buying publicly listed stocks, 
investments in many private companies 
are restricted to so-called accredited 
investors. Those individuals must earn at 
least $200,000 in each of the last two years 
or must have assets (excluding their pri- 
mary residence) of $1 million. In 2021, the 
average income in the United States was 
$69,000, meaning that most individuals 
would not be classed as accredited inves- 
tors and, therefore, could not invest in the 
early growth of companies like Meta. 

The contrast in returns is perhaps better 
put in perspective like so. If Peter Thiel, 
already well-heeled enough to be accred- 
ited, had invested just $1,000 in 2004, it 
would have grown to $2 million by 2012. 
However, the man on the street, the unac- 
credited investor, investing $1,000 in the 
S&P 500 would have seen that investment 
increase to $1,400 including reinvested 
dividends over the same period. 

While the two might not be totally 
comparable, it does show the difference 
in potential returns between early-stage, 
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Two of the most notable post-Sarbanes-Oxley Act frauds were committed by Ponzi scheme 
perpetrator Bernie Madoff (left) and Theranos founder Elizabeth Holmes (right). 


fast-growth stocks and those available to 
most investors in the public markets. Late 
last year, one economic historian told 
Time magazine: “Now smaller investors 
are shut out and all the big economic prof- 
its go to venture capitalists and the like.” 

Fraud was one thing that didn’t get 
eliminated. It got moved. Instances of 
accounting fraud seem to have largely 
disappeared from US listed companies. 
At least, they are not hitting headlines in 
the way that Enron and WorldCom did. 
However, fraud did happen post-Sarbox. 
Notably, in March 2009 Bernie Madoff 
confessed to masterminding a $65 billion 
Ponzi scheme at his private investment 
company. He was eventually sentenced 
to 150 years in prison and forfeited $170 
billion of assets. The scam, in which new 
investments were used to pay investors 
already in the funds, was perpetrated as 
part of so-called affinity fraud. That’s one 
where people in a distinct ethnic or social 
group are targeted as victims. 

Another notable fraud came from a pri- 
vately funded company founded in 2003 
by Stanford University drop-out Elizabeth 
Holmes. The blood-testing firm, which 
was soon known as Theranos, was meant 
to radically lower the cost and increase 
the speed of blood testing. By 2014, inves- 
tors sank more than $400 million into 


Theranos, including money from tech- 
pioneer and founder of Oracle, Larry Elli- 
son. In May 2018, following investigations 
by The Wall Street Journals John Car- 
reyrou, the SEC charged Holmes with 
fraud in excess of $700 million. In Janu- 
ary 2022, Holmes was convicted on four 
counts of fraud. At the time of writing, 
she hadn’t been sentenced but likely faces 
harsh penalties. 

Currently, there seems little appetite 
for legislators to want to revise the Sar- 
box regulations. The impact on the small 
investor seems to be invisible to many 
lawmakers. At the same time, politicians 
are considering tightening up the rules on 
what private companies need to disclose 
to their “accredited investors.” In other 
words, the US government is considering 
more of the same despite the drawbacks 
already identified. $ 


Simon Constable is a fellow at the Johns 
Hopkins Institute of Applied Economics, 
a financial journalist and a broadcaster. 
You'll find his written work in Time 
magazine, The Wall Street Journal, Bar- 
ron’s, Forbes and other distinguished 
publications. He’s a regular contributor 
to CBS Radio’s “Eye on the World” with 
John Batchelor. 
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Investing in the Era 


By Bruce Usher 


CLIMATE SCIENTISTS have been sounding 
the alarm about the need for investment 
to reduce greenhouse gas emissions, but 
investors have been slow to commit capi- 
tal because mitigation of climate change 
requires collective action. Fortunately for 
the planet, recent trends are prompting 
financial leaders to finally act. Under- 
standing those trends and the implications 
for investors is the first step toward invest- 
ing in the era of climate change. 


Aerial view of the Power County wind farm 
in Idaho. Renewable energies, such as wind 
power, are undercutting fossil fuels using 
advanced technologies to drive down 

the cost of energy to the point where 
competitors are becoming insolvent. 


Trend No. 1: Physical Risks 


Investors commit capital on the assump- 
tion of a stable climate and a predictable 
future. Now, financial returns are at risk 
from a rapid warming of the planet that 
raises the probability of uncertain out- 
comes. The physical impacts of a changing 
climate are already cropping up across 
America. In just one year, 2021, the coun- 
try experienced devastating wildfires in 
California, multiple hurricanes in Texas, 
frequent flooding in Florida and extreme 


heat waves in Oregon, destroying homes, 
businesses and even entire communities. 


Investors are becoming aware that the 
physical impacts of climate change are 
putting financial assets at great risk. 

The first risk for investors is in the 
nonlinearity of impact—as the climate 
changes, the value of assets is initially 
unaffected, but then a critical point is 
reached where the value of assets can 
quickly collapse. For example, buildings 
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of Climate Change 


are designed to withstand floods up to 
a certain depth, below which little dam- 
age is done, above which the damage is 
immense. Similarly, crop yields decline 
marginally with a modest change in tem- 
perature until a threshold is reached, after 
which crops fail entirely. 

The second risk for investors is tim- 
ing. Physical risks from climate change, 
such as rising seas, storms, drought and 
severe heat, will mostly occur decades in 
the future. But that does not mean asset 
values are unaffected today. Investments 
are valued by predicting cash flows over 
the life of an asset and applying a discount 
rate. Physical changes that might affect 
future cash flows increase the discount 
rate, which is a measure of uncertainty. In 
the era of climate change, investors must 
increasingly factor in the risks posed by 
physical changes and discount future cash 
flows accordingly. 

The physical risk of climate change 
is the most obvious trend to affect asset 


values and investment returns. Other 
trends are more challenging to predict but 
are, for investors, of equal or even greater 
importance. 


Trend No. 2: Technological Innovation 


Rapid innovation in low-carbon technolo- 
gies is a second climate trend and, from the 
perspective of investors, the most impor- 
tant. For example, renewable solar and 
wind power is undercutting fossil fuels 
using advanced technologies to drive down 
the cost of energy to the point where com- 
petitors become insolvent. In 2020, for the 
first time ever, renewable energy generated 
more electricity in the United States than 
did coal, and five American coal companies 
filed for bankruptcy in a single year. Even 
the largest companies are experiencing set- 
backs. ExxonMobil, the longest serving 
member of the Dow Jones Industrial Index, 
was replaced because of declining market 
value. After nearly 300 years, the fossil fuel 
industry in America is being superseded by 
cheaper, cleaner technologies. 

In the automobile industry, the new- 
est electric vehicles outperform gasoline- 
powered cars through quicker accelera- 
tion, better handling and lower operating 
costs. Tesla was the first modern electric- 
vehicle company, incorporating innova- 
tive battery technologies and software into 
its automobiles. To the surprise of many 
investors, Tesla surpassed GM, Volkswa- 
gen and Toyota to become the world’s 
most valuable automobile company. 
Technological innovation by one com- 
pany has upended an entire sector, leaving 
traditional auto companies scrambling to 
play catch-up. 

Perhaps the most surprising technolog- 
ical innovation is in the food and agricul- 
ture sector, where consumption of meat 
substitutes is threatening an industry that 
has existed since the dawn of human civi- 
lization. Investors see the potential for this 
innovation to disrupt an entire industry. 
Beyond Meat, a leading producer of plant- 
based meat substitutes, enjoyed the most 
successful initial public offering (IPO) of 
any American company since 2000 when 
it went public in 2019, more than doubling 
in value before shares even began trading. 

Companies have always faced the 
risk of technological innovation from 


Tesla Motors CEO Elon Musk speaks at the company's annual shareholder meeting in June 2013. 
Tesla was the first modern electric-vehicle company and surprised investors by surpassing 
GM, Volkswagen and Toyota to become the world's most valuable automobile company. 


competitors. Now, innovators in elec- 
tric power, transportation and food are 
experiencing rapid growth because they 
offer consumers a superior product while 
addressing climate change. Investors are 
supporting this trend by providing growth 
capital, just as early investors did for 
James Watt and the inventors behind the 
Industrial Revolution. The result is an 
upending of asset values as nimble entre- 
preneurs challenge traditional industries. 


Trend No. 3: Evolving Social Norms 


Greta Thunberg, a high school stu- 
dent from Sweden, became the face of a 
global movement of young people who 
are addressing climate change through 
their use of social media to profoundly 
alter attitudes toward action on climate 
change. Even Forbes, a publication aimed 
at America’s wealthy, published an article 
titled “Why Greta Thunberg Is Totally 
Correct in Her Latest Climate Change 
Tweet.” Thunberg and the millions of 


people who have attended her rallies rep- 
resent a third trend influencing the flow of 
capital: evolving social norms. 

Many Americans have long regarded 
climate change with skepticism. Support 
for government action reached a low in 
2012, when only 25% said global warm- 
ing should be a top priority for Congress. 
But that has changed, primarily due to 
the concerns of Gen Z and Millennials. 
By 2020, 52% of Americans surveyed said 
climate change should be a top priority 
for Congress, and among American youth, 
support is much stronger for climate activ- 
ism compared to that of older generations. 

Young people are often idealistic, but 
this generation’s idealism is affecting busi- 
nesses and investors in ways not seen 
before. In a tight labor market, employers 
are finding that sustainability matters to 
potential employees, and in highly com- 
petitive sectors it also matters to consum- 
ers. Younger Americans prefer to work 
for, and buy from, companies that act on 
climate change. 
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Ethan Brown, founder and CEO of Beyond Meat Inc. (left), and John Salley, a former professional basketball player with 
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the LA Lakers, pictured at Beyond Meat's IPO at the Nasdaq MarketSite on May 2, 2019. Beyond Meat’s successful IPO 
at $25 a share, the top end of its increased range, showed appetite for innovation in the packaged-food industry. 


A key segment of today’s youth is creat- 
ing change ina different way, through their 
investments. Younger Americans are fore- 
cast to receive the greatest wealth transfer 
in history, an estimated $30 trillion, as 
the Baby Boomer generation passes on. 
Research finds that 86% of them are inter- 
ested in sustainable investing, a rapid and 
dramatic change in social norms among 
an entire generation of investors. 

Evolving social norms are also changing 
the behavior of businesses, with compa- 
nies across America pledging to reduce 
their greenhouse gas emissions. Amazon 
has committed to net-zero carbon, as have 
dozens of other leading companies includ- 
ing Apple, Ford and Starbucks. Microsoft 
has gone one step further and committed 
to remove all the carbon the company has 
emitted since its founding. Companies are 
taking action because it improves their 
competitive positioning. 


Evolving social norms are changing 
individual and corporate behavior with 
respect to climate change. They are also 
forcing governments at the federal, state 
and local levels to respond. 


Trend No. 4: Government Action 


Greater awareness of the physical impacts 
of a changing climate, alongside evolving 
social norms, are at long last influenc- 
ing voters to pressure governments to 
act. While international climate change 
agreements have failed to stem the rise of 
greenhouse gases, national and local gov- 
ernments have implemented a wide range 
of initiatives aimed at doing so. More than 
100 countries have voluntarily set or are 
considering net-zero emissions targets, 
including the United States. 

Many state and local governments 
are ahead of the federal government in 
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pushing for aggressive regulations and 
incentives. New York State, for example, 
has pledged to eliminate all greenhouse 
gas emissions by mid-century, with incen- 
tives for renewable energy enticing devel- 
opers to construct the largest offshore 
wind projects in the country. California’s 
plan is for 100% clean energy by 2045, 
along with 14 other states that have passed 
legislation or executive action to move 
toward entirely clean electricity. Thirty 
states have created renewable portfolio 
standards, including Texas, Iowa, Mon- 
tana and many other states with Repub- 
lican legislatures, and state initiatives 
are responsible for half of the growth in 
renewable energy generation. 

Politicians have learned that even mod- 
est policies go a long way, encouraging 
businesses to act and demonstrating to 
investors that emissions can be reduced, 
often at low cost. Even better, businesses 
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Greta Thunberg, a high school student from Sweden, became the face of a global movement of young people addressing climate change through their use 
of social media. Thunberg and the millions of people who have attended her rallies represent a trend influencing the flow of capital: evolving social norms. 


and investors that commit to climate 
solutions provide cover for government 
officials to accelerate policy support. In 
this way, politicians and business leaders 
have learned that by working in concert, 
it becomes possible to enact policies that 
materially reduce greenhouse gas emis- 
sions, even in the absence of binding 
international agreements. 

Government action to address climate 
change has been highly uneven and unsta- 
ble since the first international agreement 
was negotiated in Rio de Janeiro in 1992. 
Despite that rocky path, the overall trend 
is clear, with government policies to tackle 
climate change increasingly ambitious at 
the national, state and local levels. Gov- 
ernments are offering ever-greater finan- 
cial and regulatory incentives for compa- 
nies and projects that reduce greenhouse 
gas emissions and ever-greater penalties 
for those that do not. 


A Confluence of Trends, 
Influencing Investors 


Climate change is a global tragedy of the 
commons that in a more perfect world 
would be addressed with a binding inter- 
national agreement to eliminate green- 
house gas emissions. But that has not 
happened to date and may never happen 
quickly enough to address the climate 
challenge. Instead, a confluence of trends 
is driving capital away from fossil fuels 
and other polluting industries and toward 
companies and projects implementing cli- 
mate solutions. 

These trends are accelerating, provid- 
ing the best and perhaps only remaining 
opportunity to avoid catastrophic climate 
change. Investors have a responsibility to 
understand the impact of these trends, 
both for their own financial benefit and 
for the greater good that comes from 


financing climate solutions. Like climate 
change, these trends have been slow to 
develop and poorly understood, but the 
momentum among investors is increas- 
ingly visible. As Hemingway famously 
wrote, wealth will be won and lost “gradu- 
ally and then suddenly.” $ 


Bruce Usher is professor of professional 
practice and the Elizabeth B. Strickler ’86 
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prise at Columbia Business School, where 
he teaches on the intersection of finan- 
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HIGH YIELD BOND | Legend 
MARKET ORIGINS | versus Fact 


By Martin Fridson 


As Mark Twatn, Josh Billings and Will 
Rogers never said, “It ain’t what you don’t 
know that gets you into trouble. It’s what 
you know for sure that just ain’t so.” 
Much of the received history of the high 
yield bond market consists of just-not-so 
stories. Many of these canards have long 
since been debunked, yet they remain 
firmly implanted in investors’ minds, peri- 
odically reinforced by recital in the media. 

To begin with, speculative grade cor- 
porate debt’s critics maintain that the 
original—and more appropriate—term 
for the securities is “junk bonds.” They 
characterize “high yield” as a euphemism 
dreamt up in the 1970s by the securities’ 
promoters. In truth, former rating agency 
executive Jerome Fons found documenta- 
tion that John Moody used “high yield” at 
least as early as 1919. There is no attested 
application of “junk” to low-quality stocks 
and bonds prior to the 1920s. 

Another popular misconception is that 
prior to about 1977, the universe of bonds 
rated lower than Baa by Moody’s or BBB 
by Standard & Poor’s consisted entirely 
of “fallen angels,” i.e., bonds issued with 
investment grade ratings but subsequently 
downgraded. The standard narrative assigns 
total credit for the supposedly brand-new 
idea of “original issue” high yield bonds, 
rated below-investment grade from the out- 
set, to the Drexel Burnham Lambert depart- 
ment headed by Michael Milken. 

In reality, Securities Data Company 
tabulated 19 new issues with at least one 
non-investment grade rating during 1970- 
1975. These were conventionally structured 
offerings for such mainstream companies 
as B.F. Goodrich, Metro-Goldwyn-Mayer 
and Tenneco. Issuance accelerated in 1976, 
when nine non-investment grade bonds 
were floated. The modern high yield pri- 
mary market truly got underway in 1977, 
when annual volume reached $1 billion 
for the first time. This is all aside from 
the fact that 17.8% of all 1900-1943 corpo- 
rate bond offerings had non-investment 


grade composite ratings, according to the 
National Bureau of Economic Research 
(NBER). (Note that for most of that period, 
the regulatory distinction between public 
and private securities did not exist.) 

Drexel underwrote none of the 1970- 
1976 non-investment grade bonds and 
did not pioneer the more innovative 
variety that characterized issuance in the 
modern high yield market’s early years. 
That honor goes to Blyth Eastman Dillon, 
which squired a City Investing units deal 
on December 6, 1976. Drexel soon became 
the high yield market’s leading firm, how- 
ever, urged on by CEO Fred Joseph and 
powered by Milken’s organizational wiz- 
ardry. (Milken, by the way, made no claim 
to have invented anything.) 

According to the standard narrative, 
the investment banks conceived out of 
nowhere the idea of original-issue high 
yield bonds and set out to create the 
demand. It is more accurate to say that 
the Wall Street firms capitalized on inno- 
vation by investment companies. Mutual 
funds specializing in bonds first appeared 
in 1969. In the first few years, fallen angels 
mostly sufficed to accommodate capital 
inflows to funds that vied to offer the 
highest yields by buying non-investment 
grade paper. The author’s 1993 line-by- 
line examination of Standard & Poor’s 
Bond Guide back issues established, how- 
ever, that between 1974 and 1976, the face 
amount of outstanding non-convertible, 
non-defaulted corporate debt rated BB or 
less shrank by 42% through a combination 
of redemptions, defaults and upgrading. 
This supply contraction provided Wall 
Street the opportunity to fill the gap with 
original-issue high yield bonds. 

Drexel portrayed this activity not 
merely as a business, but as a mission. 
Thanks to its invention of non-investment 
grade public bond issuance, the story 
went, young, entrepreneurial companies 
that were previously excluded from the 
capital markets could now obtain funding 
and spur American innovation. Suppos- 
edly, this “democratization of capital” was 
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especially welcomed by minority-group 
entrepreneurs who, until then, had been 
thwarted by financial discrimination. 

The reality constituted less of a paean to 
start-up ventures. The median age of the 
companies that issued public high yield 
bonds during the 1977-1978 takeoff phase 
was 24 years. Two issuers had been in 
business for more than 70 years when they 
came to the high yield market. Neither 
had the 1977-1978 issuers previously been 
deprived of capital. On average, in the two 
years prior to issuing public bonds they 
tapped the equity and private debt mar- 
kets for an amount equivalent to 104.1% of 
their high yield financing. 

What induced those long-established 
companies to switch to the public debt 
market, often paying higher interest rates 
than they could obtain from their tradi- 
tional private placement buyers? As some 
of them freely admitted, it was the absence 
of strong covenant restrictions on the 
issuers—that is, covenant protection for 
the investors—in the public high yield 
primary market. 

Much of the issuance in high yield’s 
early modern era consisted of subordinated 
debentures. The indentures often gave issu- 
ers carte blanche for subsequent issuance 
of senior or secured debt. Such issuance 
reduced the subordinated holders’ expected 
percentage recovery of principal in the 
event of default, producing an immediate, 
negative price impact on the “sub debs.” 

When leveraged buyouts became the 
rage in the mid-1980s, many private com- 
panies entered the ranks of public high 
yield issuers. They were required to disclose 
financial data in their offering circulars, 
but in some cases, bondholders discovered 
shortly afterwards that the issuer was pro- 
viding no SEC Form 10-Qs to update its 
financial information. The investors were 
left in the dark, thanks to a regulatory 
exemption from the ongoing filing require- 
ment for companies with less than a mini- 
mum number of public securities holders. 

High yield critics also pointed to the 
lack of meaningful restrictions on early 


redemption. They considered the custom- 
ary call provisions a “Heads I win, tails 
you lose” proposition for the issuer. If the 
company prospered, perhaps earning an 
upgrade from the credit rating agencies, it 
could retire its bonds at a small premium 
with proceeds of new, lower-coupon debt, 
thereby depriving the investors of any 
meaningful upside. In the event of default, 
on the other hand, the investors could 
usually expect to lose the majority of their 
principal. 

Despite these unappealing structural 
factors, fund managers exuded enthusi- 
asm for the new-style high yield primary 
market, in no small part because of its 
foundation myth: The “Hickman study” 
had found that non-investment grade cor- 
porate bonds produced higher returns 
than their better-quality counterparts, net 
of default losses. Wall Street interpreted 
this to mean that free money was available 
to those wise enough to exploit the mar- 
ket’s irrational fear of low credit ratings. 

Once again, the facts were somewhat 
at odds with the PR. In 1958, W. Brad- 
dock Hickman published under NBER 
auspices a study of 1900-1943 corporate 
bond performance. His analysis continued 
work initiated by Harold Fraine. Hickman 
did report higher net-of-default returns 
on issues rated Double-B or lower than 
on those rated Triple-B or higher. High 
yield promoters neglected to mention that 
the lower-rated bonds exhibited no such 
superiority when returns on “irregular 
issues,” i.e., those created through con- 
tract modifications in already-outstanding 
bonds and exchanges related to corpo- 
rate reorganizations, were excluded. That 
detail cast doubt on the comparability of 
Hickman’s overall sample and the new 
crop of original-issue high yield bonds. 

Furthermore, the high yield proselytiz- 
ers’ appraisal of returns without consider- 
ation of the associated risk was outmoded 
by 1977. A quarter-century earlier, Harry 
Markowitz had advanced the notion of 
adjusting returns for risk, as measured by 
variance. The standard high yield pitch 
paid no attention to the huge swings in 
market value periodically experienced by 
holders of speculative grade bonds. 

ICE Indices reports separate average 
annual returns on fallen angels and origi- 
nal-issue high yield bonds from December 
31, 1996 onward. Subtracting the risk- 
free mean return (based on three-month 
Treasury bills) and dividing by standard 
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deviation produces the risk-adjusted 
return measure known as the Sharpe ratio. 
Through 2021 by that standard, original- 
issue high yield bonds, at 0.36, underper- 
formed fallen angels, at 0.55. Both variet- 
ies of high yield bonds fared worse than 
investment grade corporates, at 0.68. 

If high yield drumbeaters in the early 
days had been able to foresee these results, 
they legitimately could have pointed to 
their asset class’s diversification and cur- 
rent-income benefits within a multi-asset 
portfolio. They were on less firm ground, 
however, in their representations about 
high yield financing’s benefits to the econ- 
omy. The ardent advocates asserted that 
capital raised in non-investment grade 
bond offerings created hundreds of thou- 
sands of jobs. Such statements, according 
to former Council of Economic Advisers 
Herbert Stein, embodied “an error that 
is common to people who have not been 
exposed to economics.” Stein explained 
that high yield underwriters did not cre- 
ate the capital that they raised, but merely 
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channeled it in different directions than it 
otherwise would have flowed. 

Some identifiable companies received 
capital as a result, but there were also 
unidentifiable companies and home mort- 
gage seekers who were consequently unable 
to obtain capital. It was wrong, said Stein, 
to assume that workers employed at the 
high yield-funded companies would not 
have found jobs elsewhere if not for the 
high yield underwriters’ efforts. Nor, he 
added, was it feasible to demonstrate that 
high yield financing improved the econ- 
omy-wide allocation of capital by steering 
it toward more productive uses than oth- 
erwise would have been the case. Directing 
capital into high yield bond issuance might 
even have had the opposite effect, Stein 
noted. 

If a valid rebuttal to Stein’s arguments 
existed, high yield financiers made no 
effort to present it, leaving objective par- 
ties to infer that there was, in fact, no 
such set of cogent counterarguments. In 
short, the boosters ignored the critique 
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by a highly reputable authority, published 
in the nation’s largest-circulation daily 
newspaper. They simply went on claim- 
ing to be rendering a great public service 
by creating employment for many who, 
but for high yield bankers’ noble efforts, 
presumably would have been relying on 
unemployment benefits. 

Certainly, overzealous high yield advo- 
cates had no monopoly on dubious pro- 
nouncements. The market’s detractors 
were equally energetic in their efforts to 
arouse public support for clipping the 
“junk bond” financiers’ wings through 
government regulation. Among the high 
yield market’s outspoken adversaries were 
corporate managers who feared ouster 
from their positions if their companies 
became targets of hostile takeovers. Access 
to vast funding in the high yield market 
represented a potent new weapon in the 
hands of corporate raiders. 

Also prominent in the anti-high yield 
firmament were some leading life insurers. 
Their predominance was threatened by 
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High yield bonds played a key role in RJR Nabisco's record-breaking, fiercely contested 1988 
leveraged buyout, chronicled in Barbarians at the Gate (1990), by Bryan Burrough and John Helyar. 
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less venerable competitors’ ability to earn 
higher yields on their investment portfolios 
by loading up on speculative grade bonds. 
Regulatory accounting rules made it diffi- 
cult for the old-line insurers to respond by 
liquidating their low-coupon holdings and 
replacing them with higher-yielding issues. 

A key battleground in the rhetorical war 
over high yield financing was the savings 
and loan crisis that began in the mid-1980s. 
Contrary to the impression fostered by the 
critics, high yield bonds played a minor 
role in the debacle, even though losses on 
speculative grade bonds did contribute to 
a few high-profile S&L failures. Unsound 
real estate investments were more central 
to the thrift institutions’ travails. In 1990, 
the Washington Post reported that only 
200 of America’s roughly 3,000 S&Ls had 
invested in high yield bonds and that most 
of them placed relatively small portions 
of their assets in the category. One study 
found that during 1985-1989, 95% of S&Ls’ 
total high yield investments resided in 
the top 50 holders’ portfolios. To put that 
number in perspective, more than 1,000 
S&Ls failed between 1986 and 1995. 

In between those dates, high yield bonds 
experienced a crisis of their own. Wall 
Street’s prodigious production of extra- 
risky new issues had placed the market in 
a vulnerable state as the US economy slid 
into recession. Institutional investors had 
been led to believe, rather implausibly, 
that with 55.5% of high yield issuers rated 
B or below as of January 1, 1990, up from 
just 18.5% at the beginning of 1980, cyclical 
peak default rates would not surpass those 
of earlier years. In the event, Moody’s 
speculative-grade percentage-of-issuers 
default rate soared from 3.78% in 1988 to 
10.35% in 1990. By contrast, during 1980- 
1983, a period encompassing two reces- 
sions, the trailing-12-months default rate 
never exceeded 4.95%. Reeling from this 
devastating blow to high yield enthusiasts’ 
expectations, the high yield primary mar- 
ket shut down for most of 1990. 

Premier high yield underwriter Drexel 
Burnham Lambert was a casualty of the 
high yield market’s Great Debacle of 
1989-1990. The firm’s loyal fans portrayed 
its bankruptcy as the result of government 
persecution at the behest of envious com- 
petitors. True, Salomon Brothers CEO 
John Gutfreund was reported to have 
coarsely vowed to knee Milken’s nuts off, 
which the firm denied. The depiction of 
Drexel as an innocent victim, however, 


overlooked certain factors that differenti- 
ated it from the many investment banks 
that survived the tough period. These 
included extreme concentration of busi- 
ness in a single product line, speculative 
grade bonds and a highly unusual capital 
structure featuring leverage at both the 
operating and parent company levels. 

Many observers thought Drexel’s 
demise spelled the end of the high yield 
market itself. Even at the investment 
banks that resolved to carry on, some 
suspected the business had seen its best 
days. The author ranked as the most opti- 
mistic member of Merrill Lynch’s high 
yield management team in predicting that 
annual new issue volume would one day 
rebound to $10 billion. He proved to be 
not optimistic enough; in 2021 volume 
totaled $465 billion, according to Lever- 
aged Commentary & Data. 

Propelled by that dramatic growth in 
issuance, the high yield asset class has 
advanced from a not completely respect- 
able backwater of the financial markets 
to a core holding of many leading insti- 
tutional investors. The speculative grade 
market has bounced back from additional 
shocks, including the early-stage telecom 
crash of 2000 and the Great Recession, 
which reduced holders’ wealth by one- 
third in an asset class that most sources 
classify as fixed income. (The comparable 
fraction for investment grade corporates 
was one-eighth.) Lest they get too full of 
themselves, however, high yield practi- 
tioners should consider that at the end 
of 2021, the global face amount outstand- 
ing of high yield bonds was less than the 
equity market capitalization of a single 
company, Apple Inc. 

Much of the foregoing discussion 
recaps debunking of high yield market 
lore by the author and others over the past 
several decades. Publishing such findings 
has not laid the myths to rest, nor should 
readers expect this article in a prestigious 
journal to quash the errors and omis- 
sions for all time. Popular accounts of 
high yield market history tend to follow 
the (frequently misquoted) advice of the 
newspaper editor in the 1962 film, The 
Man Who Shot Liberty Valance: “When 
the legend becomes fact, print the legend.” 
Even if passions about high yield bonds do 
not run as high as they did in the modern 
era’s early days, commentary on this mar- 
ket continues to reflect a variety of not all 
that well-hidden agendas. $ 


Martin Fridson is Chief Investment Offi- 
cer of Lehmann Livian Fridson Advisors 
LLC. He is a longtime strategist and 
researcher whose innovations include 
the distress ratio, econometric model- 
ing of the high yield risk premium and 
the equalized ratings mix approach to 
valuation. 
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By Janice M. Traflet and Robert E. Wright 


IN DECEMBER 1945, at the behest of none 
other than the legendary B.C. Forbes, 
public relations consultant Wilma Soss 
researched and authored a highly unusual 
piece for Forbes magazine—an article that 
would attract widespread attention in the 
upper echelons of the business world. Soss 
tracked down the extent to which women 
were represented in the country’s shar- 
eownership ranks at the time. Much to her 
own and others’ surprise, she found that 
women shareowners outnumbered men in 
some of the country’s largest listed compa- 
nies, like AT&T, General Electric, DuPont 
and General Motors, to name just a few. 
She predicted that women would be a 
growing presence in the postwar workforce 
and in the shareownership ranks, and that 


Wilma Soss speaks at the General Motors 
Annual Meeting, 1953. It was one of the 
countless times she literally stood up and let 
her beliefs be known at a stockholder meeting. 


they deserved more of a voice in corporate 
management as well. 

Although Soss’s Forbes headline in 1945 
declared that women in the workforce 
were “Here to Stay,” corporate execu- 
tives had other plans. Employers fired 
roughly 675,000 women workers within 
a month of the war’s end. As returning 
Gls took back Rosie’s positions, the num- 
ber of women in the US labor force fell 
by some 750,000 by 1946. Some women 
were happy to return to domestic life after 
answering the country’s call and content 
to leave the paid workforce. 

But roughly 75% of women employed 
during the war wanted to retain their war- 
time positions. The figure was even higher 
for women over the age of 45, few of 
whom needed to care for young children. 
Women wanted, and often needed, to 
work, and many had become accustomed 
to doing so. 

In the backdrop of these changes, the 
economy started to grow quickly. Service- 
men returned to their old jobs. Techno- 
logical advances made in the war effort, 
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like jet engines and early computers, 
entered civilian life and spurred produc- 
tivity. New families formed and brought 
with them a “baby boom” of new mouths 
to feed. American consumers, well aware 
of the costs of their newfound peace, had a 
new motivation to spend and invest—giv- 
ing their children the comforts war had 
made elusive. 

Soss sensed, as did many families, that 
they might be able to achieve these goals 
more easily if the mother worked for 
wages or a Salary, if only part-time or 
for a portion of the family cycle. Many 
employers also came to realize the ben- 
efits of a broader workforce, and the trend 
toward employing more women (includ- 
ing married women) remained strong in 
the long-term. 

The short-term, however, was a bit 
more combative. When a manufacturing 
company in Connecticut laid off wartime 
hires, labeling the work as “too physi- 
cally demanding” for the women who 
filled in during the war effort, 24 women 
picketed in protest. In Detroit, many who 
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had served as bus drivers during the war 
were dismissed in the summer of 1946. 
The job’s new requirement, “for men 
only,” caused roughly 300 newly laid-off 
employees to protest the street railway 
company’s action at City Hall. That same 
year, at a General Motors plant in Pontiac, 
Michigan, executives fired several of their 
female workers for being a “distracting 
influence.” Six of them, all members of 
United Auto Workers Local 653, success- 
fully filed a grievance against GM and won 
their jobs back. 

A similar case would unfold at the NYSE, 
but with less desirous an outcome. During 
the war, dozens of women had been hired 
to work as pages on the floor, running 
orders between the posts where specialist 
broker-dealers plied their crafts. Histori- 
cally, NYSE membership was, in-practice, 
only for men. Women were not allowed on 
the floor, unless accompanied by a man. 
The page “girls” were pioneers, and by all 
accounts performed their jobs well. 

By 1947, some of these women pages 
had worked the floor for years and were 
ripe for promotion to floor broker posi- 
tions—something previously unachiev- 
able for women in the industry. The NYSE, 
when given the opportunity to break this 
barrier, would send the pages back to their 
original back-office clerical jobs instead. 

Highly dissatisfied with the monotony, 
especially after the excitement of the 
exchange floor, several of the reassigned 
women turned to their union for help. 
Lengthy arbitration hearings ensued, but 
the women ultimately failed in their bid 
to remain on the floor. As one NYSE offi- 
cial later recalled, “We used girl pages on 
the exchange floor during World War II, 
but we replaced them with men again the 
moment we could.” 

As stories like this played out across the 
country, Soss strove to induce companies 
to elevate more women into top execu- 
tive positions and directorships. Think- 
ing ahead, she believed that placing more 
qualified women in corporate leadership 
positions would be the means to open 
up greater opportunities in the workplace. 
Women, she reasoned, would help other 
women. Of course, she had other motives 
too for the advocacy. No one said the job of 
“economic suffragette” should be thankless. 

In her Forbes article, Soss surprised 
many readers with her claim that more 
females owned shares in many leading US 
public corporations than males. Though 
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Soss, pictured here in one of her many 
stockholder meeting costumes, was often 
featured in news and magazine articles 
and once even in a motion picture. 


the distribution of share ownership was 
ignored, her claims were true and her pre- 
sentation of the facts was compelling. Busi- 
ness executives reading Soss’s story, some 
of whom were in the process of deciding 
the fate of their women wartime employ- 
ees, contemplated whether they should 
start cultivating women as investors and 
customers as well as employees, given 
that all three categories often overlapped. 
For Soss and others looking to solidify 
women’s place in the corporate world, a 
plethora of women shareholders was a 
feel-good story, one that suggested women 
could exert greater influence in corporate 
America with their ownership stakes. 

But most women were not shareown- 
ers. Neither were most men. Relative 
to the American population, owners of 
common shares—male or female—were 
uncommon. AT&T had by the far the larg- 
est number, but even its rolls contained 
only about 668,000 names. U.S. Steel had 
225,414 shareowners, about the same num- 
ber as General Electric, which reported a 
record number of investors in 1945. 

Moreover, investors in one company 
often showed up on the rolls of other 
companies, so the number of investors 
in corporations totaled well below the 
sum of each individual company’s tally. 
Neither Soss nor the NYSE completely 
understood the full share ownership pic- 
ture and the NYSE wouldn’t commission 
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a comprehensive shareholder census until 
1952. At that time, the Brookings Insti- 
tute concluded that less than 4.5% of 
the US population (roughly 6.5 million 
Americans) owned even one share of any 
stock in any company, even indirectly. 
Share ownership remained concentrated, 
a problem for those espousing the rising 
notions of democratic capitalism. 

In fact, in 1945, while writing about the 
state of share ownership in America, Soss 
herself owned no common stock. Like 
many citizens, she vividly remembered the 
1929 Crash, and the sickening, almost 90% 
plunge of the Dow Jones Industrial Aver- 
age (DJIA) from its peak in September 
1929 to its nadir in the summer of 1932. 

She remembered, too, the hearings, led 
by Ferdinand Pecora, into unsavory Wall 
Street practices that dominated headlines 
during the Depression, convincing many 
that the “little fellows” in the market 
were bound to get fleeced, as insiders had 
stacked the deck against them. 

As a young woman, Soss had inher- 
ited some money from her grandparents 
placed in the care of a trustee, who pro- 
ceeded to lose it all in the swooning mar- 
ket. Stung by the losses, she vowed to steer 
clear of stocks, viewing equity investing as 
too risky for her taste, and more akin to 
speculation than genuine investment. She 
recalled, “I swore when I grew up that I 
would never own another share of stock.” 

Swearing off the market during the 
19308 was fairly common. Plus, few Amer- 
icans during the Great Depression, a time 
of terrible unemployment, had enough 
disposable income to buy stock anyway. 

Soss, of course, was unusual in that 
she weathered the Depression quite well 
due to her rapidly rising career. She had 
money, and could have invested in the 
market had she desired. But memories of 
the Crash deterred her. 

Even during the war years, the DJIA 
did not fully return to its pre-Crash highs 
and neither did Wall Street’s reputation. 
World War II spurred growth of what 
President Dwight D. Eisenhower would 
later term the military-industrial complex, 
but high wartime taxes muted corporate 
profits and dampened their stock prices. 
Americans, fearful of another crash, or 
at least an immediate postwar recession, 
remained wary of stocks. 

After writing the Forbes piece, and 
likely due to her research for it, Soss 
changed her takeaway from the Crash—it 
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Soss frequently rubbed elbows with bigwigs. Here she is pictured 
with G. Keith Funston, president of the New York Stock Exchange. 


was a bad idea to give her savings to some 
“fiduciary” with dubious incentives. What 
would be a good idea, instead, was trust- 
ing herself. In their book Security Analy- 
sis (1934), Columbia University profes- 
sors Benjamin Graham and David Dodd 
argued that disciplined investors who 
were willing to do their homework on 
companies could protect themselves from 
the danger of extreme loss if they esti- 
mated the intrinsic value of each company 
and only bought shares that were under- 
valued in the market. 

Some of the promotional campaigns the 
NYSE ran after the war—advertisements 
that stressed the importance of buying 
stock for both personal and patriotic rea- 
sons—may also have influenced Soss’s 
thinking. Buying a share of stock was buy- 
ing a share in America, so said the NYSE. 
Seeing what the country accomplished 
during wartime, who would bet against 
the United States? 

But perhaps the biggest reason she reen- 
tered the market was the fact that owning 
even one share of a company allowed her 
to attend its annual meetings. With her 
background in journalism, she knew the 
value of getting the story first-hand, and 
buying one share seemed a relatively cheap 
way to gain access. 


Soss bought a single share of U.S Steel, 
a position she gradually increased to a 
grand total of five. The investment was a 
paltry sum for someone whose PR busi- 
ness had thrived for a decade and a half. 
But that one share set her down the path 
of shareholder activism, turning her into 
a “professional investor,” or a “corporate 
gadfly” as corporate apologists preferred. 

Brandishing her shares in U.S. Steel, she 
eventually became a major irritant to its 
management, most especially its venerable 
chairman, Irving Olds. She would go on to 
buy more stock in more companies, and 
a host of Fortune 500 executives would 
come to rue what they called the “Wilma 
problem.” 

In May 1946, Soss decided to attend 
U.S. Steel’s annual stockholder meeting, 
her first ever. Like most Americans, she 
also paid attention to events unfolding on 
the world stage, as tensions ratcheted up 
between an expanding Soviet Union and 
its former allies, particularly the United 
States. Early that month, former British 
Prime Minister Winston Churchill, vis- 
iting Westminster College in Missouri, 
warned Americans that “From Stettin in 
the Baltic to Trieste in the Adriatic, an 
iron curtain has descended across the con- 
tinent.” On stage with him sat Missouri 
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native Harry Truman, who had suc- 
ceeded Franklin D. Roosevelt as President 
13 months earlier. Truman had to con- 
tend with the growing Soviet threat and 
meet Churchill’s challenge to the United 
States—to face up to its position as “the 
pinnacle of world power” and curtail the 
Soviet Union’s expansionist tendencies. 

The immediate reaction to Churchill’s 
“Iron Curtain” speech was sharply nega- 
tive. Americans had just emerged from 
a long war and prayed for a prosperous, 
peaceful future. Soss and others feared 
getting dragged into another conflict but 
also dreaded the spread of communism 
worldwide and sought to render the free 
enterprise system resilient. 

She may have attended the U.S. Steel 
meeting as a distraction, as a means of 
determining if she should buy additional 
shares or as a ploy to drum up business 
for her PR consultancy. At the time, few 
investors bothered to attend stockholder 
meetings, which were often short affairs 
held in small venues in out-of-the-way 
places. At Standard Oil’s meeting in 1934, 
only three shareholders attended. 

Same for a General Motors meeting 
held “in the little Du Pont Law Library 
in Wilmington, Delaware.” Only 25 of 
60,000 shareholders showed up at a 
Republic Steel meeting in 1952. And the 
few shareholders who appeared rarely 
spoke up. Investors tended to be passive 
if only because they realized they were 
nearly powerless anyway. As late as 1950, 
gurus like Jackson Martindell argued that 
corporations were not democracies and 
that powerless stockholders could only 
“accept management on faith.” 

Moreover, selling shares was far cheaper 
than fighting management on its own turf. 
Most individual investors, and even large 
institutions, followed the so-called “Wall 
Street Rule” and sold their shares when they 
suspected malfeasance or mismanagement. 
To agitate for reform resembled running 
into a fire instead of away. Economists call 
this the “free rider” or “collective action” 
problem. Why should A bear the costs of 
helping B, C, D and, in the largest corpo- 
rations, tens of thousands of others? Soss, 
however, held that “there is no more cynical 
philosophy than to sell a stock because you 
do not like some managerial practice.” 

Annual meetings were also lightly 
attended because corporations typically 
did the legal minimum to publicize their 
meetings. Management at U.S. Steel 


employed the standard playbook: indi- 
rectly discourage investors from attending 
the annual meeting, get through it as fast 
as possible and limit any rogue comments. 

Despite struggling during the Depres- 
sion, U.S. Steel did rather well during 
and immediately after the war. Irving S. 
Olds, a product of Yale University and 
Harvard Law School, had taken the helm 
of U.S. Steel in 1940, and shepherded Steel 
through the challenge of the war economy. 
By the late 1940s, U.S. Steel’s annual sales 
exceeded $2 billion and in 1948 it achieved 
a record profit of almost $130 million. The 
rebound obviously pleased shareholders, 
but U.S. Steel was far from perfect, suffer- 
ing from labor issues and other problems. 

Brandishing his delightfully Dickensian 
name, Chairman Olds called the sparsely 
attended meeting to order. Despite her 
gregarious nature, Soss sat and listened to 
Olds and other top managers briefly over- 
view the year just past. A few bold share- 
owners occasionally dared to interrupt 
with tough questions about the company’s 
labor relations. Soss inwardly stewed at 
how rudely and sarcastically Olds treated 
her fellow shareholders. “I saw a lot of 
things I didn’t like,” she later recalled, 
including the time a labor representa- 
tive received the “brush-off.” As she saw 
it, management somehow abrogated the 
authority of the company’s rightful own- 
ers and controlled them, instead of the 
other way around. 

Soss left the meeting rather disillu- 
sioned, having just witnessed in person 
a problem that law professor Adolph 
Berle and economist Gardiner Means had 
described in their 1932 book, The Modern 
Corporation and Private Property. Stock- 
holders, they showed, did not wield much 
power despite technically owning the cor- 
porate enterprise. 

Berle and Means noted that ownership 
became separated from control in part 
because stockholders were so dispersed 
and scattered that they lacked the unity to 
impact the direction of the enterprise. 

“The property owner who invests in a 
modern corporation so far surrenders his 
wealth to those in control of the corpo- 
ration,” the duo explained, “that he has 
exchanged the position of independent 
owner for one in which he may become 
merely recipient of the wages of capital. 
[Such owners] have surrendered the right 
that the corporation should be operated in 
their sole interest.” Berle and Means found 


Photograph of Soss at the height of her PR 
consulting career: confident, radiant and fearless. 


this a problem in need of remedy and sug- 
gested various reforms that Soss later 
would embrace, such as improved voting 
rights for shareholders and increased cor- 
porate transparency. 

She didn’t have much time to dwell on 
the problem of passive investors and arro- 
gant managers. Management’s behavior at 
the U.S. Steel meeting in 1946 clearly irked 
her, but she had a public relations consul- 
tancy to run, and it continued to demand 
considerable attention. It would not, how- 
ever, be her last shareholder meeting ith 
the board of U.S. Steel and the incompa- 
rable Chairman Olds. $ 


Janice Traflet, a professor in Bucknell’s 
Freeman College of Management, explores 
Wall Street history in her research and 
writing. In addition to her first book, A 
Nation of Small Shareholders, her work 
has appeared in numerous journals, such 
as Journal of Business Ethics, Business 
History, Journal of Cultural Economy and 
Essays in Economic and Business History. 
Robert E. Wright is a Senior Research 
Fellow at the American Institute for Eco- 
nomic Research. He is the (co)author or 
(co)editor of over two dozen major books, 
book series and edited collections. 


Jan and Bob are active members of the 
Financial History editorial board and 
co-authors of Fearless: Wilma Soss and 
America’s Forgotten Investor Move- 
ment (All Seasons Press, 2022), from 
which this article has been adapted. 
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By Daniel P. Munson 


Hyperinflation—i.e., inflation running at 
or over 40-50% per month—is not an 
uncommon event in the modern world. It 
has occurred recently in places as remote 
from one another as Argentina, Zimba- 
bwe, Turkey and Venezuela. These coun- 
tries all slid into hyperinflation in their 
own unique ways, yet they all ended up in 
the same monetary and financial difficulty. 

For purposes of extracting general prin- 
ciples and interesting historical parallels, 
however, one such event stands out. The 
hyperinflation that racked Germany, Aus- 
tria and Hungary in the years leading up to 
the trillion-to-one devaluation of the Ger- 
man mark in November 1923 is instructive 
not only because those events are docu- 
mented with Teutonic thoroughness, but 
also because the economies of those coun- 
tries were diversified and similar in many 
ways to the United States today. 


“In a Berlin Bank,” 1923. 


This is not a journal of lay opinion, so 
let us begin by exploding a few half-truths 
that haunt simplistic discussions concern- 
ing the German-Austrian hyperinflation 
of the early 1920s. 

Many believe that the hyperinflation 
ushered the Nazis and Adolf Hitler to 
power. This is not completely wrong in 
that the hyperinflation set to low heat 
trends that would boil over years later, but 
it is not really accurate. The Nazis were a 
small, regional political force in the years 
of the hyperinflation and remained so for 
years afterwards. It was the worldwide 
depression of the early 1930s that finally 
vaulted them to national political power, 
not the hyperinflation. 

Others believe it was caused by the repa- 
ration payments required of Germany by 
the Versailles Treaty, and of Austria and 
Hungary by the parallel treaties of St. Ger- 
main and Trianon. Those payments cer- 
tainly made things worse, but Germany and 
Austria-Hungary were on the road to finan- 
cial trouble long before those payments 
began. Germany’s World War I costs had 
run to 165 billion marks, but the war profits 
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and transport taxes instituted to “pay” for 
the war raised only about 10% those costs. 
Fiscal deficits financed the German war 
effort, deficits papered over with patriotic 
war bond appeals—‘“T gave gold for iron”— 
bonds whose values were destined to plum- 
met. The obligation to redeem notes in gold 
had been suspended in 1914 and foreign 
exchange quotations went unpublished 
during the war, so the value of the German 
mark was a bit of a mystery when the war 
ended. During the chaotic post-war year of 
1919, as German deficits became known, but 
before the Versailles Treaty terms kicked in, 
the mark declined in value from 10 to 40 to 
the US dollar. 

In Austria, a similar war funding deficit 
caused monetary events to spin out of 
control even faster than in Germany. The 
empire centered in Vienna was reduced in 
size by roughly two thirds by the armi- 
stice, and with it went any hope for the 
Austrian currency. 

The Austrian government’s attempts to 
mitigate the disastrous effects of these 
post-war events upon the citizenry is 
captured in grisly detail in the diary of 
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a middle-class Viennese widow, Anna 
Eisenmenger, published in the early 1930s. 
The war’s end left Frau Eisenmenger with a 
war-blinded son, a daughter with tubercu- 
losis and a son-in-law with amputated legs. 
She struggled to keep the family together, 
relying on a trusted banker to help her 
navigate the chaos, but it occasionally 
overwhelmed her. The banker advised 
converting her Austrian currency into 
Swiss francs, but she nervously declined, 
only to later watch her bank balance and 
her son’s pension that he had converted 
into government bonds decline in value by 
three fourths almost overnight. The scant 
food shipments into the city were priced at 
4-5 times what she had paid a few months 
before, and fruit was nowhere to be found. 
She watched in anguish as her grandson 
developed scurvy. 

The treaty terms caused things to go 
from bad to worse. British economist J. 
Maynard Keynes warned the Allies that 
the terms imposed were too harsh. He 
wrote a book, The Economic Consequences 
of the Peace, in which he detailed the prob- 
lems. He did so, however, in compendious 


REICHSBANKNOTE N 6 001215 : 


Line Pillton Mack 


a i173 sahlt die Reichsbankhaupthasse in Berlin gegen diese Bank- 
note dem Kinlieferer. Vom 1. Februar 1924 ab kaun diese 
Banknote aufgerufen und unter Umiausch gegen andere 


Sbomma? 


NY. 


(Sp 


Ne 


i 
Hn 
Ags 
aE 


i; 
H ay 


a) 


taufeh 


BM 


Fharetn. Sos Apo 


Pridut, 


— >, WZ 
Pe wei Mitionen § 
Zablt die Reichsbanfhaupttaffe in Berle 


Banknote dem GCinlieferer. Vom 1. S 
ab fann diefe Banknote aufgerufen 


i Gesogen werden cin, dew o. Mugu 1923 


anata. sfanay 


Komi? 


geselzliche Zahlungsmittel eingexogen werden 
Berlin, den 1. November 1923 


REICUSBANKDIREKTORIOM 1000 
? hy SPSS 


TV Las, PR % | MILLIARDEN 


pI “e 


Reidhsbanfnote 


gegen andere gefetlidye Sablungs 


Meidhsbanfdireftorium 


fetes 


Examples of hyperinflated German currency from the 1920s. 


numerical detail, a prose style that prob- 
ably did little to increase the book’s appeal 
for the politicians who were the intended 
audience. 

Keynes enumerated the claims made 
by the Allies and the extent to which 
they probably exceeded actual war dam- 
ages, claims that included pensions for the 
widows of Allied soldiers. He analyzed 
Germany’s ability to make the required 
payments, concluding, “It is, in my judg- 
ment, as certain as anything can be...that 
Germany cannot pay anything approach- 
ing this sum.” 

The new German “Weimar” Republican 
government responded to this inability 
the same way most governments have: 
they printed the money. As reparation 
payments came due, the German mark 
would take a fresh drop in value: by 
the close of 1921, over 200 marks were 
required to buy a dollar, a drop that was 
only gaining steam. British Embassy staff 
in Berlin reported to London that “The 
daily creation of fresh paper money which 
the government requires in order to meet 
its obligations both at home and abroad 
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inevitably decreases the purchasing value 
of the mark, and in turn [brings] about a 
further decline, and so on ad infinitum,” 
concluding that “I hardly know a single 
German of either sex who is not speculat- 
ing in foreign currencies.” 

The skids were thus greased. 

All of this is intriguing in the way a car 
crash is intriguing, but we’re interested in 
whether history provides a few “financial 
survival” suggestions for such unsettled 
times. 

The losers under such an inflationary pol- 
icy are numerous and easy to spot: Work- 
ing men and women whose wages failed to 
keep pace with inflation struggled, as did 
salaried people without any equity interest 
in the profits of their companies. The rentier 
middle class living off the fixed interest on 
bonds and mortgages paid in paper currency 
watched their capital slowly destroyed; inter- 
est and dividends fell from 15% of national 
income before the war to a mere 3% 10 years 
later. Worse off of all were pensioners and 
the disabled living on some fixed amount of 
government largess, who were often reduced 
to destitution. “Former civil servants and 
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officers are undoubtedly the poorest of the 
poor in Austria today,” Frau Eisenmenger 
observed. “Thus it happens every day...that 
elderly, retired officials of high rank collapse 
on the streets of Vienna from hunger.” 

Farmers could remain indifferent to the 
chaos and could even benefit from the cur- 
rency decline. They had food to eat and 
barter, and what they didn’t need for them- 
selves they watched increase in price almost 
daily. The rapid decline of the currency 
often led farmers to refuse to even send 
produce to the cities. Those who had placed 
mortgages on their farms watched the prin- 
cipal balance wither into insignificance. A 
young German woman who lived in the 
city, but who worked for a summer on a 
farm in the early 1920s, was simply shocked 
by the difference. “The contrast between 
country and city was so enormous,” she 
recalled, “that it cannot be understood by 
people who have not lived through it.” 

Business owners and stock investors 
shielded themselves somewhat. Inflation 
permits industrialists to buy low and sell 
high almost without fail as they trans- 
form input materials into final product. 
Frau Eisenmenger in Vienna observed 
this in the increase in nominal value of 
her industrial shares and found it vaguely 
unsettling, although she later realized the 
prices of her stocks did not keep pace with 
the cost of living. Investing in common 
stocks wasn’t error-proof, either: When 
the German mark rebounded temporarily 
in late-1921, stock prices tumbled. 

Savers were big losers. Savings declined 
precipitously—and to many simple Ger- 
mans inexplicably—in purchasing power. 
Those who had “prudently” placed their 
savings in banks and in war bonds were 
punished in the same way as their interest 
payments shrunk in real value to a pit- 
tance, and they couldn’t help pondering 
on the chaos created. “Saving is the very 
source of wealth and health of a sound 
nation,” reminisced one German who had 
grown to adulthood during the inflation 
and could see years later the moral damage 
done by those days, “but we were no longer 
a sound nation. We were on our way to 
become a crazy, a neurotic, a mad nation.” 

Rampant inflation encourages what 
appears to be odd, irrational behavior 
because it turns money into a wasting 


Artist's depiction of the assassination of Dr. Walter 
Rathenau from an Italian newspaper, 1922. 


asset. Stories were told during those years 
of bachelors resorting to buying swad- 
dling clothes when there was little else 
left in the stores, of fine grand pianos in 
the houses of unmusical families, etc. A 
stable currency is in this way not merely a 
convenience; it may be a pre-condition for 
any attempt at rational resource allocation 
in a diversified economy. 

Workers’ wages trailed inflation, so 
German industrialists were able to take 
advantage of the declining mark by pric- 
ing competitively in foreign markets. The 
revenues generated were often kept in 
foreign currency in foreign banks, bank 
deposits that acted as bets against the Ger- 
man mark and a way to avoid German 
taxes. Bankruptcies actually declined dur- 
ing those months in which the mark lost 
value, and perversely increased when it 
rebounded. “It gives some inkling,” wrote 
the Frankfurter Zeitung in 1921, “of the 
awful debacle which may be expected if a 
rapid and permanent improvement of the 
mark actually takes place.” 

The Frankfurter Zeitung needn’t have 
worried. French political opinion stiffened 
against the Germans in late 1921, and as 
reparation payments resumed in 1922 the 
mark experienced a fresh wave of selling. 
The payments became a growing source 
of resentment as they became associated 
with the decline in the mark. 

Germany’s Foreign Minister Walter 
Rathenau believed the Treaty payments 
should be made until Germany could 
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get the Allies to modify them, a position 
that angered members of the Reichstag— 
the German Parliament—who wanted to 
refuse to pay. In late June 1922, Rathe- 
nau—erudite, cosmopolitan, Jewish—was 
assassinated by two fanatical young for- 
mer German military officers (part of 
a large anti-Weimar group) during his 
morning commute to the Foreign Office. 

The financial world was shocked by 
the assassination, and the mark resumed 
its slide. Food prices jumped by over 50% 
in July 1922. The cost of living became 
impossibly high for pensioners and sala- 
rymen, widening the schism between city 
and country, and in the cities between civil 
servants and those few who speculated in 
currency and stocks. 

Pearl S. Buck, the widely traveled Nobel 
Prize-winning American writer, chronicled 
those times using the reminiscences of Erna 
von Pustau, a German woman in her 4os 
of aristocratic bearing who had emigrated 
to New York in the early 1940s. Frau von 
Pustau told Buck of her childhood in Ham- 
burg as the youngest of three daughters in 
a respected merchant family, and how she 
observed anti-Semitism creep into her circle. 
It became more acceptable, she said, with 
“the lie that the Jews were the ‘guilty ones’ 
for inflation... “Stock exchange’ and ‘Jews’ 
were very much connected in the minds of 
the people... Looking around for the guilty 
ones, in a situation which nobody really 
understood, made those who lost their for- 
tune, especially the middle class, ready prey 
for anti-Semitic propaganda.” She was taken 
aback by the changes in her own father’s 
attitudes, recalling sadly her father’s new 
view in the 1920s that “creative capital is the 
capital we Germans have: parasitic capital 
is the capital of the Jews,” and she recalled 
lamenting to a friend that “You should have 
known my father as he used to be.” 

Keynes had underestimated the rate of 
depreciation of the German mark in his 
1920 book, but he watched events closely 
and updated his views in a September 1922 
editorial. He reiterated his main point 
that to expect Germany to pay more than 
about two billion in “gold marks” per 
year was “in the realm of phantasy” that 
derived, he wrote, from the belief that 
“the extremity of France’s need enlarges 
Germany’s capacity [to pay].” 


Complicating the problem was the 
German central bank President Rudolf 


Havenstein’s inability to understand the 
situation. Havenstein was a civil servant, 
a lawyer, not a banker or economist. 
His successor, Hjalmar Schacht, later 
wrote that Havenstein “would hardly have 
claimed... [to be] a specialist on mon- 
etary theory” and that Havenstein was 
also “limited by a certain obstinacy of 
outlook.” President Havenstein saw the 
decline in the exchange value of the mark 
as the core problem, one he stubbornly 
addressed by printing more currency 
to ensure that Germans would have the 
needed purchasing power. 

The core problem, of course, was the 
money printing itself. Thirty paper mills 
and nearly 150 printing firms and 2,000 
printing presses worked round-the-clock 
to create the blizzard of bank notes that 
Havenstein thought were needed to com- 
pensate for the drop in the exchange value 
of the mark. 

In the end, investors in common stocks 
could not escape the crazy, neurotic 
mess. Share prices increased during the 
period from 1914 through July 1922 by 
over 13 times in terms of paper marks, 
but this increase fell far short of the 140- 
fold decline in the paper mark versus 
the non-inflated, gold-backed mark. This 
decline was crystallized in the price of 
shares of Daimler Motor Company, whose 
high-quality cars commanded a premium 
price as the shares languished; by October 
1922, stock market wags were amused to 
observe that all the Daimler shares out- 
standing could be purchased for the same 
price as 327 of its cars. 

The conventional way to discourage 
speculating on a continued decline in the 
currency is by increasing interest rates. 
The German central bank did nothing 
of the sort. “The discount rate for com- 
mercial bills remained at 6% throughout 
August [of 1922],” summarized historian 
Adam Ferguson, “while during the same 
month the mark fell by 250% against the 
[British] pound.” Under such a monetary 
policy, speculation against the mark by 
commercial borrowers with access to this 
discount rate was a “no brainer.” (Those 
who could not borrow from the central 
bank paid much higher rates.) 


The mark’s downward slide accelerated. 
At roughly 9,000 marks to the dollar on 
New Year’s Day 1923, it was 26,000 in 
April; 55,000 in May; 4 million in August; 
65 million in September; 300 million by 
early October; and 17 billion by the end of 
the month. There seemed no bottom to it. 

At this point, Hjalmar Schacht—a 
banker—was appointed to a new position, 
Commissioner for National Currency. 
Eight days later, Havenstein died sud- 
denly of a heart attack, and Schacht was 
given control of monetary policy. Schacht 
reversed course: He refused to continue to 
monetize government debts and defined a 
new “Rentenmark” equal in value to one 
trillion paper marks. He refused to honor 
the private notes—”Notgeld”—that had 
been used by industry and by municipal 
governments instead of paper marks. 

There were howls of protest, but 
Schacht held firm. He got agreement from 
London financiers to back the nation’s 
gold (not the paper) marks. His secretary 
recalled that during those hectic days, 
Herr Schacht often sat in a small make- 
shift office in the Finance Ministry, chain- 
smoking, and tirelessly lobbied foreign 
exchange market-makers via telephone on 
behalf of the Rentenmark, attempting to 
peg it to the US dollar and gold. 

It worked: The Rentenmark initially 
declined against the dollar, but by early 
December 1923 it began to stabilize. (It 
would later be replaced by a new Reichs- 
mark based on the Rentenmark.) Dis- 
trust of the currency lingered—increas- 
ing interest rates to dampen speculative 
borrowing was thought futile—so credit 
was frozen and then rationed instead. 
Unemployment loomed for many indus- 
trial workers, but faith in Schacht’s new 
direction was tangible: by mid-December 
1923, farmers began increasing shipments 
of food to the cities. “Not even the most 
fanatical advocate of stabilization,” wrote 
the British ambassador on Christmas 
Day 1923, “could have anticipated more 
remarkable results.” 

The damage to the larger society, how- 
ever, had been done. All the patriotic citi- 
zens who had put their savings in govern- 
ment bonds watched those savings wiped 
out. The deprivation of most and the prof- 
ligate spending and speculating of some 


produced cynicism. Inflation picked a few 
winners and millions of losers, foment- 
ing suspicion and contempt—a dangerous 
result in a place like Weimar Germany, 
a fledgling democracy with considerable 
technological and military resources. 

How dangerous? “I once studied the 
curriculum booklet which the Reichstag 
published of its members,” Frau von 
Pustau recalled. “A high percentage of 
National Socialist [i.e., Nazi] members 
gave the same story: War, then demobili- 
zation, then college, then the necessity to 
leave college because of inflation.” 

In the same way that the flapping of a 
butterfly’s wings can influence physical 
events far away, financial policy decisions 
can reverberate in unexpected ways. Expe- 
dient, self-serving monetary policy can 
result in bizarre, unexpected aftershocks— 
shocks far removed in time and/or place 
from the direct financial effects. Citizens 
placed in difficult financial circumstances 
by inflation may not respond in ways 
that policy makers expect or desire, and 
the response may set in motion bizarre 
societal changes. A thorough study of the 
aftershocks wrought upon those German- 
speaking peoples roughly a century ago 
should give policy makers pause. $ 
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writing economic and scientific history. 
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Lessons from 
Real Interest 


Rates Since the 


14th Century 


IN THIS NEW SERIES with contemporary 
historians, Financial History Editorial 
Board Member Susie Pak interviews Paul 
Schmelzing, whose work exemplifies the 
meticulous, historical research that eco- 
nomic historians are doing in the academy. 

Schmelzing received his B.Sc. in Eco- 
nomic History from the London School 
of Economics before completing his Ph.D. 
at Harvard University, where he was also 
a research assistant to economists Car- 
men Reinhart and Kenneth Rogoff and 
was advised by economic historian Niall 
Ferguson. In 2016, he joined the Bank of 
England as a visiting researcher, where he 
began his research on long-term real inter- 
est rates culminating in his paper, “Eight 
Centuries of Global Real Rates, R-G, and 
the ‘Suprasecular’ Decline, 1311-2018.” 

In 2021, the Museum of American 
Finance, the Fordham University Gabelli 
School of Business and the CFA Society 
NY hosted a panel discussion on real 
interest rates since the 14th century with 
Schmelzing, then a postdoctoral research 
associate at the Yale School of Manage- 
ment; James Grant, founder and editor of 
Grant’s Interest Rate Observer; and Rich- 
ard Sylla, former MoAF chairman and 
professor emeritus of economics at the 
NYU Stern School of Business. 

To introduce his work to the audi- 
ence of Financial History, Pak spoke to 
Schmelzing, who is set to join Boston Col- 
lege as an Assistant Professor of Finance, 
and also the Hoover Institution, Stanford, 
as a research fellow, about how he got 
interested in the history of long-term 


Paul Schmelzing 


global real interest rates and why it is 
important for investors and policymakers 
today. This interview has been edited for 
length and clarity. 


Susie Pak: Can you talk about yourself 
and how you arrived at the project of 
studying long-term global interest rates? 


Paul Schmelzing: If we really go back 
to the beginning, I finished high school 
[in Germany] in ’o9, which is around 
the time when the great financial crisis 
really got underway. Just before gradua- 
tion, I did an internship in the German 
Bundestag’s Finance Committee in Berlin, 
where the policymakers started seeing the 
headlines and sensing that something was 
wrong with the financial system. That was 
also exactly the time when Ken Rogoff 
and Carmen Reinhart’s book, This Time 
is Different, came out. I was watching all 
these policymakers in the middle, who 
were taught for years and years that there 
could never again be a Great Depression, 
no more financial crises, because we live 
in an efficient market system where risk is 
perfectly allocated around the world and 
there’s no need to study historical finan- 
cial crises anymore—it is taken care of by 
models and by algorithms. 

The applied study of finance—through 
the lens of history and past precedents— 
made so much more sense than studying 
financial crises or finance through the lens 
of just mathematics and pure algorithms 
and models because, otherwise, you're 
losing track of the underlying people and 
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the underlying non-linearities and the 
chaos that is involved in economics and 
finance. I became strongly convinced of 
that historical long-run approach to not 
just financial crises, but finance in general 
because I felt it was completely vindicated 
by real events, by what we were seeing 
every day in the headlines and in the Ger- 
man financial system and, increasingly, in 
the global financial system. 

During my Ph.D. work, I was seconded 
to the Bank of England, and I arrived there 
in 2016 when from the policy side, the new 
big debate was all about interest rates. 
Why are interest rates so low? Why have 
they not recovered much more strongly 
after the ’o8 crisis, after the rebound in 
growth? What is going on with the zero 
lower bound? Why do we see negative 
nominal interest rates? All the textbooks 
said this could not happen. So here was 
another case where the textbooks, where 
the consensus view in the models, just 
didn’t make sense. Reality was overtaking 
the textbooks because suddenly we were 
seeing negative nominal interest rates. 
And so that led me to look at the historical 
side, given my background, and what has 
been done on the interest rate side. What 
can we learn from the from the long-term 
historical perspective? 


Pak: At the MoAF/Gabelli School pro- 
gram, you mentioned that when you were 
in school, you would read the Financial 
Times and look at the data on which that 
was based. Can you talk a little bit about 
that and about how it was so short term? 


Schmelzing: In virtually every macro 
conference in the decade after the finan- 
cial crisis, you saw these charts that started 
in 1975 and show global real interest rates 
and global nominal rates decline continu- 
ously for a few decades. The big underlying 
assumption in all of these contributions 
and all of these discussions was that we 
had a “normal” level of interest rates dur- 
ing the 1960s and that level got shocked 
by the oil crisis in the ’7os and 80s. [The 
assumption was that] we just have to find 
the right policy tool, the right fiscal tool, 
to get back to that normal level of interest, 
which has always existed and which we 
want to go back to, and which is the ideal 
steady state interest rate level. That is also 
a big idea that is formalized in a lot of the 
finance models and a lot of the underlying 
economic models/growth models. It has 
a really foundational role in a lot of the 
literature—the idea that there is a natural 
level of interest rates. I would say you can 
at least trace it back to Irving Fisher and 
his 1908 book, The Rate of Interest, where 
he says something very similar. He doesn’t 
call it the steady state interest rate, but he 
says there is a natural level of interest rates 
which should be related to the consump- 
tion growth rate. 

I found that whole view very interest- 
ing, but also very deficient in terms of the 
evidence. Because if you just take a chart 
that shows you three or four decades and 
you build this whole foundation view of 
capital markets and interest rates around 
a four-decade chart, for a financial his- 
torian, that’s a very problematic kind of 
approach. And in that sense, my view 
was that working on interest rates is not 
just potentially highly relevant from the 
policy side, but also from a more funda- 
mental side, a more foundational side. It 
should be very interesting to look at what 
the long-run evidence says about the idea 
that there is a natural rate of interest rates. 
Where is the evidence for that? I didn’t see 
any. So that was the other big factor that 
motivated me. 


Pak: Your data is so diverse and pro- 
found. What were the challenges in col- 
lecting and analyzing this data? 


Schmelzing: I was very fortunate to rely 
on many printed sources, so it’s really a 
combination of a lot of different types of 
sources that I’m using. Of course, I would 
be remiss not to mention people who have 


worked on interest rates. ’m not the first 
one to target Venice or Florence or these 
early economies and look at what’s going 
on in capital markets. However, a very 
patchwork type of a body of work exists 
so far with hundreds of years of gaps 
for individual countries. And it’s a very 
patchwork situation that we have on inter- 
est rates. It’s usually not calculating real 
interest rates. It’s often not distinguishing 
maturities or issuance, so the bottom line 
is that we cannot really use what is out 
there for our present discussions because 
no finance person, no economist would 
accept the empirical basis that is out there 
as being remotely useful. 

The first step is really to look at the 
printed material, obviously, to go through 
all these journal articles in the Economic 
History Review, in the Journal of Eco- 
nomic History, the standard journals, 
existing books (such as Dick Sylla’s clas- 
sic, A History of Interest Rates), and look 
through everything that has been done 
on the printed side. But very quickly, you 
reach the limit there. And you realize that 
to really build robust, high-frequency new 
data that is useful for all present discus- 
sions, you need to get your hands dirty, 
so to speak, and collect new primary data 
yourself. And the two big sources that 
give you new primary data are so-called 
printed primary sources, as the historian 
calls it, and archival sources. 

I am German and a lot of this stuff 
has been printed in German in the high 
phase of the so-called historicism period 
in German science. A ton of archival 
material was simply printed in volumes 
in the late phase of the 19th century and 
in the period of historicism. It’s simply 
printed out of archives, uncommented 
in big volumes. The most valuable class 
of sources on that front are so-called 
historical registries. That means begin- 
ning with the Renaissance, virtually every 
political entity started to make political 
and economic diaries is the best way to 
describe it, where every meaningful event 
on the political front, economic front and 
financial front was documented by the 
town scribe or by the regional scribe of 
the duke or whatever. It was written down 
[and] it was archived back in the day, and 
a lot of these files have fortunately sur- 
vived. To the extent that they are printed, 
we can find them in these i9th-century 
registries. So that’s where a meaningful 
share of the data originates. About half 


or so of the other data points, they come 
from archival sources. For a lot of geog- 
raphies, these printed primary sources do 
not exist. And in these cases, if you want 
to reconstruct advanced economies as a 
whole with global real rates, as I call them, 
there’s no way to evade the archives and 
to really go through these dusty files and 
be very patient. 


Pak: So what was your goal? What did 
you want to end up with so that you could 
analyze the data? And how long did it take 
you to actually collect it? 


Schmelzing: The goal was really to build 
the most comprehensive, most robust, 
most long-term overview of capital market 
trends that we can find. Not just sovereign 
interest rates, but also virtually everything 
that we can find: private interest rates and 
implied rates embedded in office sales, for 
instance. Whatever type of financial asset 
that I could find, I included, to include 
every other feature of that data point and 
build the most robust overview of capital 
market trends for the past 700 years. For 
every data point, I don’t just want the 
interest rate per se because finance people 
and economists want to have much more 
information that is attached to that. What 
is the maturity of that contract? What is 
the collateral that this type of person had 
to provide? All this kind of secondary 
information was highly relevant as well, 
because when you do that, you can for the 
first time distinguish series with particular 
maturity attributes and particular col- 
lateral attributes, and create a wide range 
of series that feature just certain segments 
of the market over time. On that kind of 
level, with that kind of nuance, it has never 
been done before as I see it. And that kind 
of reconstructing on that kind of level I 
felt was the most promising approach to 
really say something about our current 
low interest rate environment. Through 
this approach, you can really qualify the 
whole post-1970s inflection point debate 
on the most comprehensive basis. 


Pak: This dataset that you created, how 
many countries did it include? What was 
the beginning and what was the endpoint, 
in terms of time? 


Schmelzing: The starting point is the year 
1311, which has at least two reasons. One 
is that to calculate real interest rates, you 
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also need robust price data. People like 
Bob Allen have collected these reference 
price series from the early 14th century. 
Prior to that, we can collect more and 
more nominal rates, but we can no longer 
create proper consumption baskets to cal- 
culate real interest rates. 

Also, the more relevant point probably 
is that the late 13th century is when con- 
solidated sovereign debt comes into exis- 
tence in the first place. Venice consolidates 
its long maturity debt in the year 1282. 
In many ways, that’s the birth of sov- 
ereign debt. Very quickly, other govern- 
ments copy these arrangements; Florence, 
Genoa and other city republics copied the 
Venetian model. And from the early 14th 
century, a really big group of issuers issued 
consolidated long-maturity debt. From 
then on, it makes sense to aggregate differ- 
ent issuers and try to calculate these global 
real rates. And so, overall, ’'m covering 
over 80% of advanced economy GDP since 
the Renaissance based on Angus Mad- 
dison’s definition of advanced economies 
over time. Now, as historians know very 
well, when you talk about an issuer like 
Germany, you're really talking about 150 
different issuers. 


Pak: Or, like Italy. 


Schmelzing: Exactly. Or like Italy or even 
France. Of course, in the latter you have a 
powerful central government in the 14th 
and isth century. But during certain peri- 
ods, most of the sovereign financial market 
action is below the level of central govern- 
ment by rich dukes or by the regional lords 
or whatever. So, to arrive at these headline 
country level data points, ideally you want 
to take into account everything that hap- 
pens on both the central level and on the 
level below that because these different 
levels interact all the time. The king raises 
money through the dukes or other levels 
of government. I group it into eight coun- 
tries for simplicity purposes, but it’s really 
dozens and dozens of different issuers over 
time that you can trace, where you can 
rebuild a longer time series for individual 
entities and include, say, just small princi- 
palities with less than 100k population. 


Pak: What are the drivers of these real 
interest rate trends over the long term? 
And what are the trends? 


Example of a sovereign debt contract, between the Fuggers and the English Crown, dated July 10, 1546. 


Schmelzing: I would say that the first big 
result is really the idea that there’s noth- 
ing like a steady state, natural interest rate 
such as the one that existed in the 1960s 
or 1970s that would be representative of 
some sort of natural level. Instead, what 
we find is that global real interest rates 
continuously declined since at least the 
early 16th century. For over 500 years, 
global real interest rates have continu- 
ously and through different fiscal, differ- 
ent monetary regimes, different political 
entities for all these different places, spa- 
tially and temporally, declined. I would 
say that goes against a significant share of 
the literature that came out over the last 
10-15 years, which always, as I mentioned 
earlier, operated with the assumption that 
there is a constant level of interest rates 
that prevails in mature economies. 

The idea here is that the 1970s and 
1980s are not really the inflection point we 
should be focusing on. It has very little to 
do with the fundamental dynamics of real 
interest rates. What’s happened since the 
1970s is, in that sense, a return to a trend 
that has prevailed in the international 
financial system for 500 years. What we 
are seeing for the last 40 years or so is 
not an aberration or a weird departure 
or a weird overshoot. No, it’s a perfectly 
natural development where global real 
rates go back to their declining trend. It 
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has always prevailed in the international 
financial system. And if we had this kind 
of long-run time series before, it should 
have surprised nobody what we are seeing 
over the last 20-30 years. It is perfectly 
normal what’s happening. And I think one 
interesting idea is that someone in the 16th 
and 17th centuries would always have con- 
cluded that we would be debating about 
the zero lower bound negative nominal 
policy rates around the time of the early 
21st century because that’s what’s in the 
long-run trend line—it’s zero. 


Pak: You said that these have clear impli- 
cations for monetary policy and how 
impactful it can be. Can you talk a little 
bit about that? 


Schmelzing: The idea of monetary policy 
since the 1990s focuses on inflation target- 
ing. But the interest rate remains the key 
monetary policy tool that is supposed to 
achieve these monetary targets. That mon- 
etary policy, or combined with fiscal policy 
perhaps, is able to influence the structural 
level of interest rates in the economy and 
the long-term secular level of interest rates. 
The problem is that if you look at the very 
long-run record, it’s not really consistent 
with the empirical picture that we have 
seen. Why? Because as financial historians 
know, central banks have not actually been 


The National Archives, Kew (TNA), E 101/601/16. 


around that long, at least in the current 
form that sees them actively intervening 
in financial markets and economies. The 
problem with that view is that when the 
Bank of England comes into existence in 
the late-17th century, global real rates are 
already structurally declining for about 
200 years. And when the Bank of England 
comes into existence, we do not see a par- 
ticular structural break in British interest 
rates. When the Banque de France comes 
into existence in 1800 through Napoleon, 
we do not see a structural break in French 
interest rates. When the Reichsbank comes 
into existence in the 1870s, we do not see 
a structural break in German real interest 
rates, etc. I’m not dismissing the idea that 
in the very short term, if the Fed announces 
tomorrow, we are reducing interest rates 
by, you know, from o to -5%, of course, 
that has big ramifications in the short- and 
maybe even a bit in the medium-term. But 
the key idea is that it appears actually very 
unlikely that even radical action by central 
banks could reverse the trend that we’ve 
been seeing for 500 years. The evidence 
appears quite sobering for policymakers. 


Pak: In the long term, in this kind of big 
world sense, you may have these interest 
rates trending down. But as you said, small 
changes at specific moments in time can 
have a big impact on people’s behavior, 


partly because people don’t live in the long 
term and, in fact, they often act in the very 
short term. What kind of lessons should 
ordinary investors be taking from that? 


Schmelzing: Most of the money that is 
sloshing around financial markets and 
interest income assets is still managed by 
big institutional investors, who by their 
mandate are more long-term oriented 
as compared to the hedge funds or the 
short-term traders gathering on Reddit, 
etc. Long-maturity, heritable fixed income 
assets are the oldest financial assets in the 
world. Why? Because the motivation by 
investors and by savers from the begin- 
ning was to have a long-term, relatively 
safe store of value, which can be passed 
on to your kids, to the next generation, 
potentially, and to preserve the value 
in real terms. Short-maturity financial 
instruments are a very recent financial 
innovation, actually; in the 14th or 15th 
century, we do not see consolidated short- 
term debt, for instance. Treasury bills, 
T-bills or tallies in Britain come into exis- 
tence centuries after governments have 
issued long-maturity fixed income. 

You asked what investors should take 
away. It’s always dangerous just to extrap- 
olate a line like this, because it would 
imply that, okay, we’re seeing -10% levels 
in 2100. There are good reasons to say, 


well, shouldn’t it be an asymptotic kind of 
trend from here? And shouldn’t we incor- 
porate agency here and think that govern- 
ments, central banks and investors will 
massively steer against the trend line now 
that they are losing money in real terms 
all the time? So that’s a very fair argument. 
But, interestingly, we do not see if we just 
look at the last 200 years or so a more 
asymptotic trend decline of interest rates 
as we approach the 2ist century. 

In other words, the trend line is not 
flattening out the closer we get to the 
present. Instead, it is at least keeping that 
kind of long-run slope that we already saw 
since the Renaissance, since the early 16th 
century, when we have the big inflection. 
This leads me to say that this fundamental 
downward pressure on real interest rates 
will likely stay with us for the foreseeable 
future. And if we just look at the past 
couple of months or so with inflation rates 
going up to 5%, 6% or 7%, it is amazing to 
see that at least in the short and medium 
term, people have not massively sold out 
of government bonds or fixed income. 
Even in the context of getting -5, -6% 
in real terms on their bonds. I think in 
many ways, it’s an amazing statement that 
investors and the market give right now. 
I mean, I think the basic desire to store 
a portion of your wealth in a safe place 
in the economy and in financial markets, 


Headline Global Real Rates Constructed in Schmelzing (2019) 
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where it has a guaranteed long-run return 
even if that return is very low, is still a 
very powerful driver that will not go away. 
And especially so if we go out of advanced 
economies and look at the dynamics in 
China, or in emerging markets where 
people still have this strong, strong motive 
to regard Western fixed income and the 
safe assets of the world as their preferred 
store of value. And they would almost 
do anything to just hedge away the risk 
of being expropriated from their own 
governments. 


Pak: I feel like one of the lessons from 
your research to the average investor is 
really about how financial [actors and] 
institutions do or don’t learn from history, 
and also what it says about society, and 
about advanced economies themselves. 
What does it say about advanced econo- 
mies or about how markets work and 
about how history can tell us something 
about those institutions? Where are you 
going now with your research? What do 
you feel like still needs to be done? 


Schmelzing: I think I only scratched 
the surface so far. There’s a ton to be 
done still. Generations of people could 
potentially spend their whole lifetimes in 
archives and find new data and great new 
sources. And there’s just so much that a 
single person can even study and incor- 
porate; it’s a tiny fraction of what is out 
there. ’'m currently working on the book 
project for Yale University Press, and ’'m 
trying to go through as many traditional 
primary sources as humanly possible to 
incorporate these kinds of facts and data 
points and whatever I can find, to recon- 
struct economy-wide returns. But even 
with the help of my research assistants, 
who help with the more obscure languages 
and medieval handwriting, the historian 
remains limited by the “known unknowns” 
and the “unknown unknowns.” We know 
some archives burned down over the years 
(Nuremberg during World War II, for 
instance), but perhaps unknown material 
existed in the 14th or 15th century where 
we do not even know that it was subse- 
quently destroyed. The point is you need 


to make qualitative judgments in the end 
and find the right representative sources. 

I think one of the most interesting 
qualitative historical questions that cur- 
rently occupies me is we have this big 
structural break in the early 16th century. 
I go back to the 14th century, but between 
the 14th and the early 16th century, we do 
not yet have a trend of global real rates. 
It’s a kind of random walk that we see. 
It’s actually slightly trending upwards in 
these 200 years. And then in the late 15th, 
early 16th century, we have this big inflec- 
tion point and from then onwards, global 
rates decline consistently. So, I want to 
understand better what exactly is hap- 
pening in these crucial years between the 
mid-15th and early-16th century because 
this is when the entire international finan- 
cial system kind of turns around by 180 
degrees. And some things happening 
there still define our current international 
financial system. Something that’s hap- 
pened between those 40-50 years, in that 
period, still determines the current trend 
of global real rates. $ 


1. What company showed appetite for 
innovation in the packaged-food 
industry when it went public on the 
Nasdaq in May 2019? 


2. What famous financial analyst used 
the term “high yield” as early as 1919? 


3. What 2002 financial legislation 
enjoyed bipartisan support, with votes 
of 423 to 3 in the House and 99 to 0 
in the Senate? 


4. What German foreign minister was 
assassinated for taking the public 
stance that the Versailles Treaty 
payments should be made until 
Germany could get the Allies to 
modify them? 


5. Who perpetrated one of the largest 
financial frauds of the 2010s with her 
blood-testing company, Theranos? 


6. Who signed Sarbanes-Oxley into law? 


7. What economist initially under- 
estimated the rate of depreciation of 
the German mark in his famous 1920 
book, but updated his views in a 
September 1922 editorial? 


8. During what century did consolidated 
sovereign debt come into existence? 


9. What became the largest IPO 
worldwide when it surpassed the 
2014 Alibaba IPO in December 2019? 


10. When is Harriet Tubman scheduled 
to replace Andrew Jackson on the 
design of the $20 bill? 
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DIRK SMILLIE 


The Business of Tomorrow: The 
Visionary Life of Harry Guggenheim 


By Dirk Smillie 


Pegasus Books, 2021 
340 pages with photos, notes and index 
$27.95 


IN THE LATE 19608, near the end of a very 
crowded, very rich and very accomplished 
life, Harry Guggenheim (1890-1971) 
cautioned his grandson: “You write of 
‘depression and anxieties’ in your search 
for understanding. Excessive introspec- 
tion will not solve the problem, but, on 
the contrary, may blur your vision.” That, 
folks, is what’s called old school advice. 
Although written to another, Guggen- 
heim’s sentiments apply equally to his own 
character and activities. As told by author 
Dirk Smillie in The Business of Tomor- 
row, The Visionary Life of Harry Gug- 
genheim, action and commitment were 
Guggenheim’s watchwords. Of course, life 
is easier when you are born into a fabu- 
lously wealthy family, that’s true. But even 
with his advantages, Guggenheim didn’t 
waste a lot of time sunning himself. At 
various points in his life, he was a mining 


executive in South America, pilot, veteran 
of WW [and II, industrialist, US ambassa- 
dor, real estate investor and horse breeder. 
And that’s not all! Smillie’s book is a com- 
pact, straight-from-the-shoulder story of 
somebody who not only met many of 
the most interesting people of the 2oth 
century, but whose energy and pride in 
his family gave us one of the world’s most 
iconic and important art museums. 

Smillie starts the story in 1848, when 
the first of the Guggenheim family settles 
outside Philadelphia. Through hard work, 
constant innovation and good investment 
sense, the family went from peddling stove 
polish and household goods to owning a 
piece of a silver mine in Colorado. When 
the mine hit, the family’s business direc- 
tion was set: mining, metal smelting and 
later chemicals. Finding and supplying 
these key ingredients to an industrializing 
world would be the source of the Gug- 
genheim wealth well into the 2oth century. 

Harry Guggenheim was born in the 
Gilded Age into immense wealth, with 
family compounds in New Jersey and New 
York City. After attending Cambridge 
University, he dutifully moved to Chile, 
developing and managing a copper mine. 
As WW I opened and expanded, Guggen- 
heim lost several of his Cambridge class- 
mates. As war grew closer to the United 
States, he decided in 1916-17 to master 
a new skill and technology that would 
become a life-long passion: aviation. 

The commitment to aviation (and later 
rocket research) is a continuing theme 
of Smillie’s narrative of Guggenheim. He 
caught the flying bug early and he never 
lost it. In the 1910s, he got flying lessons 
from Glenn Curtiss (kind of like learning 
coding from Bill Gates) and became a 
naval pilot in World War I. In the 1920s, 
he funded aeronautical schools and pio- 
neered instrument flying. He met Charles 
Lindbergh a few days before Lindbergh 
flew off to Paris, and they became life-long 
friends. (More on the Lindbergh relation- 
ship later.) During World War II, in his 
508, he strapped himself into an Avenger 
fighter bomber and flew a few missions in 
the Pacific as a gunner. 


While helping expand US aviation, 
Guggenheim found time to lunch with 
a couple of Presidents, serve as Ambas- 
sador to Cuba, help fund relief for Jew- 
ish war refugees, buy major real estate 
in South Carolina and train and race 
thoroughbred horses, winning the Ken- 
tucky Derby. Through the decades, he 
advanced and directed the Guggenheim 
family interests, with its various branches 
and personalities. 

As should be clear by now, Smillie had a 
lot of material to work with, and the story 
moves along briskly and efficiently. There 
are some areas where I would have liked 
more thoughtful exploration of his per- 
sonal relationships, particularly regard- 
ing Lindbergh. Guggenheim mentored 
Lindbergh, supported him and helped 
him court Anne Morrow. Then, as the 
1940s opened, Lindbergh went into the 
anti-Semitic dung heap. But, strangely, 
Guggenheim didn’t disown him. It’s hard 
to figure. 

One of the brightest parts of the book 
covers one of Guggenheim’s most endur- 
ing and endearing efforts: driving the 
design, construction and endowment of 
the Guggenheim Museum on Fifth Ave- 
nue. In the 16 years it took from concep- 
tion to completion, he stayed loyal to 
his uncle Solomon’s intent. You can feel 
the exasperation as Guggenheim referees 
a cast of artistic divas, including Frank 
Lloyd Wright and somebody called Bar- 
oness Hilla Rebay von Ehrenwiesen (that’s 
a mouthful). Some of the vignettes are 
almost laugh-out-loud funny. 

The Guggenheim Museum is a remark- 
able achievement—a must see—a round 
building in a city of right angles. But as 
this book well explains, it is but one part of 
the life of a remarkable man. Old school, 
but not old fashioned. I heartily recom- 
mend the book. $ 


James P. Prout is a lawyer with more 
than 30 years of capital market experi- 
ence. He is now a consultant to some of 
the world’s biggest corporations. He can 
be reached at jpprout@gmail.com. 
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Financial.Education Series for Adults 


Join the Museum of American Finance, in partnership with the New York Public 
Library’s Thomas Yoseloff Business Center, for a free nine-part virtual series on 
investing. Designed to lead you through basic investment concepts, the series 
aims to provide participants with a greater understanding of what professional 
investors look for when reviewing stocks, bonds, mutual funds and options. Learn 
about interest rates and economic indicators and how they impact markets. 


The speakers include investment specialists from FINRA and the SEC, 
distinguished professors from Fordham University and New York University, 
and Wall Street investment professionals. The series begins on July 6 at noon 
and continues each Wednesday at noon through August 31. 


Programs Include: 


The Business of Personal Finance 
Introduction to Investing in Stocks 
Investing in Stocks: Analysis 
Understanding Mutual Funds & EFTs 
Investing in Bonds 
The Importance of Interest Rates and Markets 
Economic and Investment Outlook 
Equity Options—Core Concepts and Terms 
Origins of the Capital Markets 


All above events are FREE. Registration is required. 
Registered guests will receive virtual event details prior to the program. 


Register today for any of all of the programs at: 
www.moaf.org/InvestingAtoZ 
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